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The Conflict of Laws in Trust 

Receipt Financing: Multi-State 

Transactions Under The UTRA 
and The Bankruptcy Act’ 


Transactions cutting across several jurisdictions are an in- 
evitable aspect of trust receipt financing. The Uniform Trust 
Receipts Act’ codifying progressive commercial practice, was 
intended to approve a security device to finance local business- 
men’s foreign imports and, in domestic trade, incoming in- 
ventory, often purchased from an out-of-state seller.* Yet, 
despite the inherently multi-state character of trust receipts, 
the Uniform Act and case law subsequent to its passage offer 
few answers to one of the most critical problems: the choice 
of applicable law when the parties and the goods are in dif- 
ferent jurisdictions.* 


This article is reprinted with the permission of the editors of the YALE LAW 
JOURNAL, published by the Yale Law Journal Company, Inc., New Haven, Connecticut. 
* Barret v. Bank of the Manhattan Co., 218 F.2d 763 (2d Cir. 1954). 

1 Reprinted in 9A Unitrorm Laws ANN. 284-317 (hereinafter cited as U.L.A.). This 
act was approved by the National Conference of Commissioners on Uniform State Laws 
in 1988. Id. at 274. 

2 The trust receipt developed as a simplified and inexpensive alternative to such other 
security devices as the chattel mortgage and the conditional sale. The device was used 
first in importing transactions but later expanded into domestic trade, especially to finance 
shipments of automobiles from manufacturer to dealer. For a description both of the 
mechanics involved in a typical trust receipt transaction and of the matter in which the 
UTRA facilitated inventory financing by giving the entruster nearly the equivalent of a 
floating lien, see Gilmore, Chattel Security: II, 57 Yate LJ. 761-68 (1948); Bacon, A 
Trust Receipt Transaction, 5 Forpuam L. Rev. 17 (1936); Commissioners’ Prefatory Note, 
9A U.L.A. 274-75. Until the Uniform Act was passed, one feature of trust receipts financ- 
ing which fostered its development—lack of filing requirement—also greatly hindered its 
acceptance by states which sought to protect third parties from “secret liens.” Gilmore, 
supra at 762, and cases cited therein. It was to clear up the confusion existing in state 
decisions pertaining to this increasingly important device, that the UTRA was proposed. 
Commissioners’ Prefatory Note, supra. See also McGowan, Trust Receipts AND THE 
VartaTions IN Tuetr Lecat Stratus 10-52 (1945) (discussing the function and common 
law development of trust receipt financing). 

3 Other questions, too, are unanswered. See e.g., In re Harpeth Motors, Inc., 185 
F. Supp. 868 (M.D. Tenn. 1955) (whether § 9 gives the entruster a security interest or 
merely a priority in the bankrupt debtor’s property); Citizens Nat’l Trust & Sav. Bank 
v. Beverly Finance Co., 127 Cal. App. 2d 835, 273 P.2@d 714 (1954) (construing UTRA § 1 
— of instrument, but not the slightest different languauge of § 9-1(a)); note 15 
infra. 
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The various facets of this problem are outlined in Barrett 
v. Bank of the Manhattan Co.‘ Meyer and Brown, Inc., a 
New York corporation engaged in the export-import trade, 
bought hessian bags in India and had them shipped to the 
Philippines. Under a letter of credit agreement, the Manhat- 
tan bank paid the seller’s draft for the purchase price and 
received from the seller a negotiable bill of lading covering the 
shipment.’ The bank then released the bill of lading to the 
buyer, which gave its note secured by a trust receipt for the 
goods. Statutory notice of the trust receipt transaction had 
already been filed in Albany.” When the buyer defaulted on 
the note in December, 1948, the bank demanded and obtained 
from it a warehouse receipt for the bags, which were stored in 
the Philippines, and subsequently sold the goods. The buyer, 
in August 1949, went into bankruptcy. 

The buyer’s trustee in bankruptcy claimed that under New 
York statutes, the transfer of the warehouse receipt was an 
attempt by an insolvent debtor to create an illegal preference® 


4218 F.2d 768 (2d Cir. 1954). 

There have been surprisingly few cases on some of the more problematical aspects of 
the UTRA. This “absence of litigation is explained by two factors: 1) since the late 
1930’s when the act went into effect in most jurisdictions, business has been generally 
good; 2) after 1948 there was reason to believe that all trust receipts were vulnerable to 
attack as voidable preference under § 60 of the Bankruptcy Act as construed in Corn 
Exchange Nat’! Bank & Trust Co. v. Klauder, $318 U.S. 434 1948); and consequently those 
engaged in trust receipt financing deliberately refrained from litigation until § 60 was 
amended in 1950 in their favor.” Gilmore, The Commercial Doctrine of Good Faith 
Purchase, 63 Yale L.J. 1057, 1104 n.184 (1954). The Klauder case and the subsequent 
In re Harvey Distributing Co., 88 F. Supp. 466 (E.D. Va. 1950), interpreted § 60 literally; 
a transfer of a security interest was deemed to have occurred at the time of its perfection 
against a bona fide purchaser. Since trust receipt filing never protects the entruster’s in- 
terest against a bona fide purchaser, there was a real danger that all trust receipt trans- 
fers would be deemed to have occurred on the eve of bankruptcy. Not until 1950, when 
§ 60 was amended to make the crucial time that of perfection against lien creditors, could 
the entruster be certain that his interest was not voidable. See $ Cottier, BANKRUPTCY 
160.88 (14th ed., Moore & Ogleby 1941). 

5218 F.2d at 764. 

® This transaction was pursuant to “‘an agreement for trust receipt financing’ ” entered 

into some six months earlier. Ibid. See UTRA §2. The bank initially obtained 

the buyer’s acceptance of a draft drawn on it for the purchase price, but subsequently 

exchanged the acceptance for a $100,000 demand loan. 218 F.2d at 764. 

7 The filing had taken place at the time of the agreement for trust receipt financing, 

six months prior to the time the trust receipt was actually issued. See note 6 supra. Filing 

— A _— any transaction occurring “within one year from the date of such filing.” UTRA 

8 “No conveyance, assignment or transfer of any property of any . . . corporation [which 
shall have refused to pay any of its notes or other obligations, when due] . . . nor 

_any payment made, judgment suffered, lien created or security given . . . when the 

corporation is insolvent or its insolvency is imminent, with the intent of giving a 
preference to any particular creditor over other creditors of the corporation, shall be 
valid. . . . Every transfer or assignment or other act done in violation of the fore- 
going provisions of this section shall be void.” 

N.Y. Srocx Corp. Law § 15. 
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and was hence voidable under section 70(e) of the Bankruptcy 
Act.® Against the bank’s contention that it had acquired a 
security interest when the trust receipt was issued, the trustee 
contended that it was a nullity. As a first ground, the trustee 
relied upon the prevailing doctrine of lea situs: the law of the 
jurisdiction where the goods were during the transaction, in 
this case the Philippines, determined property rights in the 
goods.” He then argued that Philippine law invalidated the 
entruster’s security interest for failure to meet filing require- 
ments." The trustee further contended that if New York law 
were applicable, the UTRA” validated a trust receipt only if 


No argument was made by the trustee under the federal voidable preference statute, 
§ 60 of the Bankruptcy Act, apparently because more than four months, period 
specified in the act, had elapsed between the alleged preference and the filing of the 
bankruptcy petition. But see note 19 infra and accompanying text; note 11 infra. 
® Section 70(e) allows the trustee in bankruptcy to void any transfer that “is . . . void- 
able” by any creditor. (Emphasis added.) $0 Srat. 566 (1898), as amended, 11 U.S.C. 
§ 110(e) (1) (1952). In most states a creditor can void a transfer only by levying on the 
goods before foreclosure. Janney v. Bell, 111 F.2d 108 (4th Cir. 1940); Hartford Acc. & 
Indemnity Co. v. Coggin, 78 F.2d 471 (4th Cir. 1985); cf. Firestone Tire & Rubber Co. 
v. Cross, 17 F.2d 417 (4th Cir. 1927). Since foreclosure had already occurred in Barrett, 
a creditor could not ordinarily, on the date of bankruptcy, void either the security interest 
the bank obtained when the trust receipt was issued, or the transfer effected by the fore- 
closure. In New York a creditor could nevertheless resort to § 15 of the New York Stock 
Corporation Law which permits a creditor to avoid a preference after foreclosure. Shepard 
Co. v. Taylor Publishing Co., 198 App. Div. 638, 190 N.Y. Supp. 887 (4th Dep’t 1921), 
modified, 234 N.Y. 465, 188 N.E. 409 (1928). In addition, New York case law apparently 
permits a creditor to void the foreclosure at any time, as long as he was a creditor at or 
before foreclosure. See In re Beede, 188 Fed. 441, 444-50 (N.D.N.Y. 1905) (dictum) 
(collecting cases); cf. note 18 infra (creditor can levy after late filing in New York). 
The trustee in bankruptcy would then be able to void the transfer to the entruster without 
relying upon N.Y. Srock Corp. Law §15. See, however, Bankruptcy Act § 70(e), 30 
Strat. 566 (1898), as amended, 11 U.S.C. §110(e) (1952) (trustee in bankruptcy has 
rights only of creditors with claims provable in bankruptcy); In re Campbell’s Estate, 164 
Misc. 632, 299 N.Y. Supp. 442 (Surr. Ct. 1987) (§ 15 protects only creditors existing when 
preference was created). But if the transfer were made voluntarily by the debtor in pay- 
ment of his debt, rather than obtained by the entruster asserting a claim under his void- 
able security interest, the trustee in bankruptcy would again be forced to invoke § 15, for 
New York common law precedents permit the debtor to create a preference. See, ¢.g., 
cases collected in In re Beede, supra. 

The Barrett opinion does not indicate which of these two possible reasons for relying 
upon § 15 led the parties and the court to deem the New York statute relevant. 
10 See, e.g., RestaTEMENT Conriict or Laws §8§ 255-62 (1934). But see Srumpera, 
PrincipLes or Conruict or Laws 390-408 (2d ed. 1951) (describing the development of 
lex situs from the earlier doctrine of mobilia sequuntur personam and questioning whether 
lex situs is always applied). 
11 One of the plaintiff’s contentions was “that under the law of New York a court 
of that state must accept the law of the Phillippines as its model in determining what in- 
terests arise in chattels situated in that country.” 218 F.2d at 765. Plaintiff alleged “that 
under the Philippine law the Bank’s security was invalid because the receipt was not re- 
corded ‘in the province where the property is situated.’” Ibid. Plaintiff apparently sought 
to classify the trust receipt under the Phillippine chattel mortgage statute which requires 
recordation, when “the mortgagor resides without the Phillippines, in the province in which 
the property is situated.” 16 Pai. Ann.. Laws § 4 (1956). See also authorities cited in 
note 2 supra. 
12 N.Y. Pers. Prop. Law §§ 50-58-l. 
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the goods physically entered the state."* The bank, on the 
other hand, argued alternatively that the Philippines recog- 
nized trust receipts at common law, without filing, or that New 
York law was applicable and validated the trust receipt. 
Barrett illustrates the main choice of law problems that 
may arise at each of the three critical stages of a trust receipt 
transaction: the validity of the trust receipts when issued, the 
perfection of the entruster’s security interest by proper filing, 
the creditor’s right to foreclose upon the debtor’s default. Most 
states would permit the entruster to foreclose on the goods upon 
default, regardless of the initial validity of the trust receipts, 
unless another creditor had obtained a superior lien.* The 
New York statute, which the parties apparently found con- 
trolling,” would void the delivery of the warehouse receipt 


13 This argument seems to have been based largely on N.Y. Pers. Prop. Law § 58-e 
(UTRA § 18) which deals with the filing statement. Plaintiff argued that, if the act were 
interpreted to validate transactions like this one, the filing statement would be a meaning- 
less aspect of the act, since, as filed in New York, it would offer little or no protection to 
third parties in the situs state. 218 F.2d at 766. This argument was rejected. See note 20 
infra. See also notes $1-38 infra and accompanying text. 

14 See, e.g., People’s Bank v. Continental Supply Co., 213 Ky. 44, 280 S.W. 458 (1926) 
(attaching creditor prevails over non-possessing pledgee), and cases cited note 9 supra. 

In addition, the entruster would lose his security interest if the goods are sold in the 
ordinary course of trade or if, under specified circumstances, another creditor obtains a 
security interest in the goods. UTRA § 9-2; id. § 1; Commissioners’ Prefatory Note, 9 
U.L.A. 278 (theory of the act is that entruster is protected only against honest in- 
solvency of trustee). 

15 See notes 8 and 9 supra. It might be argued, on two grounds, that New York’s statute 
voids only those transfers which are preferential under New York internal law: 

(1) Since New York’s voidable preference law is in derogation of the common law, 
it should be narrowly construed; conflict of laws rules should therefore be applied only 
to uphold, not to invalidate, a creditor’s security interest. Cf. Katzenbach, Conflicts on an 
Unruly Horse: Reciprocal Claims and Tolerances in Interstate and International Law, 65 
Yare L.J. 1087, 1101, 1124-25 (1956). 

(2) The statute ‘invalidates only transfers made with an intent to create a preference; 
the fact that the bank’s security interest was valid under New York internal law is 
evidence that the parties did not intend to create a preference. Cf. Matter of Towns 
Paint Co., 179 Misc. 818, 817, 89 N.Y.S.2d 585 | omg & Ct. 1942) (dictum); Matter of 
Rogers Constr. Co., 79 App. Div. 419, 79 N.Y. Supp. 444 (4th Dep’t), afd, 175 N.Y. 


509, 67 N.E. 1089 (1903). 

The parties, however, apparently agreed that validity involved New York conflict of 
laws rules as well. This conclusion — be reached through several theories, not all of 
which are necessarily inconsistent with the above arguments. Conflicts rules might, in 
the first instance, be. relevant in determining whether, at the time of the alleged prefer- 
ence, the warehouse, receipt was the property of the debtor. But see note 18 supra. 
The warehouse receipt may also have been deemed “proceeds of any disposition of the 
goods, documents or instruments” specified in the trust receipt. Only UTRA § 9-1 (b) 
offers any support for the contrary argument—that the warehouse receipt was a substitute 
document which became subject to the trust receipt—and that section is too ambiguously 
drafted to permit a conclusive argument. The entruster’s right to the warehouse receipt, 
as ‘proceeds, would then depend upon UTRA § 10, which requires that the entruster’s 
security interest be valid at the time of the disposition. Thus, even if only the UTRA 
determines initial validity for purposes of § 15, rights under the laws of other jurisdic- 
tions arising before disposition might be relevant. But see 218 F.2d at 765 (stating the 
issue to be whether the bank’s security interest survived to the date of foreclosure, not 
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unless the entruster then had a valid security interest."° Thus 
the court had to choose between New York and Philippine law 
in determining whether the bank’s security interest was valid 
from its inception and, if so, in determining whether it had 
been perfected so as to survive to the day of foreclosure. The 
trustee in bankruptcy claimed that Philippine law, being ap- 
plicable, determined that the entruster did not have a valid 
security interest when it obtained the goods; under this theory 
the transfer would be prohibited by the New York voidable 
preference law and consequently would be void under section 
70(e) of the Bankruptcy Act.” In addition, questions of 
validity and of perfection by filing could be raised directly 
under the Bankruptcy Act. If Philippine law required filing, 
the entruster’s security interest would be voidable under section 
70(c) if the specified time for filing had already expired ;"* and 


the earlier disposition date). Probably, however, the parties did not adopt the arguments 

suggested in the preceding paragraph, but applied conflicts rules to determine the general 

questions of initial validity and perfection for purposes of § 15. 

16 New York’s voidable preference statute, N.Y. Srocxk Corp. Law § 15, invalidates 

every “transfer of any property of . . . [an insolvent] corporation.” There is no 

specific exception for property subject to a valid lien, but apparently the statute is inter- 

preted to allow transfers of this type. See, e.g., Swan v. Stiles, 94 App. Div. 117, 122, 

87 N.Y. Supp. 1089, 1092 (4th Dep’t 1904) (court assumes this interpretation). See 

also cases cited note 15 supra. In addition N.Y. Pers. Prop. Law § 58-1 (UTRA § 21), 

enacted after the voidable preference statute, provides that (except for trust receipt 

transactions entered into prior to enactment) the provisions of this act shall control 

“Notwithstanding the provisions of any general or special law. . . .” Of course the 

entruster might also argue that § 15 did not apply because, by the terms of the trust 

receipt agreement, it retained legal title to the goods, so that the goods were not the 
property of the debtor corporation. This argument, however, has been rejected in 
similar cases. See $3 Couiier, Bankruptcy 958 (14th ed., Moore & Ogleby 1941) dis- 

cussing the assumption In re Harvey Distributing Co., 88 F. Supp. 466 (E.D. Va. 1950), 

that the trust receipt transaction represented a transfer of the debtor’s property. 

17 See note 9 supra. 

18 “The trustee, as to all property, whether or not coming into possession or control of 
the court, upon which a creditor of the bankrupt could have obtained a lien by 
legal or equitable proceedings at the date of bankruptcy, shall be deemed vested as 
of such date with all the rights, remedies, and powers of a creditor then holding a 
lien thereon by such proceedings, whether or not such a creditor actually exists.” 

$0 Srar. 565 (1898), as amended, 11 U.S.C. § 110(c) (1952). Thus, on the date of bank- 

ruptcy the trustee hypothetically both becomes a creditor of the bankrupt and obtains a 

lien on all property subject to lien. Under state law a gap creditor, one who becomes a 

creditor between the security transaction date and the effective date of filing the security 

interest, may normally obtain a lien any time before the effective date of filing. And such 

a lien holder prevails over the secured creditor. E.g., Loosemore v. Baker, 175 Cal. 420, 

166 Pac. 26 (1917). Thus, by invoking the rights of a hypothetical gap creditor, the 

trustee in bankruptcy can prevail over an entruster who, on the date of bankruptcy, had 

not filed notice of a transaction which occurred more than thirty days earlier. Had the 
transaction occurred within thirty days of bankruptcy, the entruster would be protected for 

§ 70(c) purposes under UTRA § 8. 

A few states follow the doctrine of Karst v. Gane, 186 N.Y. $16; $82 N.E. 1073 (1893): 

a gap creditor or even a prior creditor may obtain a lien after late compliance with a fil- 

ing statute. Landis v. McDonald, 88 Mo. App. 335 (1901) (gap creditor) ; Barber v. 

Reina Nash Motor Co., 260 P.2d 928, 983 (Wyo. 1953) (collecting cases in seven states 

which apply the rule to gap creditors). One recent case, Constance v. Harvey, 215 F.2d 
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its security interest would perhaps be a voidable preference 
under section 60(a), (b), if the bank had filed late and within 
four months of bankruptcy.” 

Despite the importance of these questions, the Barrett 
court avoided choosing between Philippine and New York law 
in determining the validity and perfection of the entruster’s 
security interest. Instead, it explicitiy rejected the argument 
that New York law could not validate the transaction,” and 
noted that the entruster had filed in New York. It further 
stated that New York law might apply because negotiable 
documents of title were commonly thought to “embody” the 
physical goods, and since the bill of lading had been in New 
York at the time of the transaction, under this interpretation 
New York, not the Philippines, was the situs state.** But 
rather than hold that New York law did or did not apply, 
Judge Learned Hand, speaking for a unanimous court, by a 
deft exposition of Philippine common law” found that both 


571 (@d Cir. 1954), holds that the trustee hypothetically becomes a creditor at the most 
favorable time before bankruptcy—during the gap. If this extension of prior case law, 
see, e.g., Bonner v. First Nat’l Bank, 248 Fed. 692 (5th Cir. 1918), is followed, in states 
following the Karst doctrine the entruster will lose under § 70(c) whenever he files late, 
even if late filing occurred many months before bankruptcy. Section 70(c) thus may be 
much broader in Karst states than is § 60(a,, the section normally applicable to late filing 
cases. See note 16 supra. The Karst doctrine, however, may be overruled by the provi- 
sions of Unrrorm ConpirionaL Saues Act §§ 4, 5, 32, Constance v. Harvey, 215 F.2d 
571, 575 (2d Cir. 1954) (dictum), and of UTRA §§8, 21. But no cases have as yet 
so held. 

1930 Srar. 562 (1898), as amended, 11 U.S.C. §96a(1), b (1952). Section 60(a), 
(b) voids transfers of (or retention of security title to, § 1(30), property of the debtor 
(1) for or on account of an antecedent debt, (2) within four months of bankruptcy, (3) 
while the debtor was insolvent, if (4) the creditor benefited thereby had reasonable cause 
to believe the transferor-debtor insolvent. Section 60(a) (7) provides that if a trust receipt 
is not filed within the time prescribed by applicable state law, the transfer will be 
deemed to have occurred at the date of filing. The transfer thus would be for or on 
account of an antecedent debt. When the other three tests of 60(a), (b) are met, the 
entruster’s security interest is consequently voidable. This section can also be used when 
the entruster has not filed at all, see particularly § 60(a) (2), but in these cases § 70(c)’s 
requirements can more easily be met. For under 70(c) the trustee in bankruptcy need not 
show that the creditor had reasonable cause to believe the debtor insolvent nor that the 
effect of the transfer was to create a preference. 

20 See text at note 18 supra. Judge Hand remarked that in Moors v. Kidder, 106 N.Y. 
$2, 12 N.E. 818 (1887), which established the validity of the trust receipt under New 
York common law, the transaction state was Massachusetts while the situs state was 
New York; and although it does not appear that the goods ever entered the transaction 
state, the trust receipt was held valid. Judge Hand also dismissed the argument based 
on the UTRA filing requirements, see note 13 supra, by questioning the value of the 
protection filing actually affords to third parties, and concluding that prospective creditors 
seldom relied upon the filing system. 218 F.2d at 766. See also notes 31-82 infra and 
accompanying text. 

21 218 F.2d at 767 (referring to Restatement, Conriict or Laws §§ 50, 261(1) (1984). 
See also Beale, The Situs of Things, 28 Yate LJ. 525, 588-40 (1919). 

22 Judge Hand relied upon Philippine Nat’! Bank v. Viuda e Hijos de Angel Jose, 68 
Phil. 814 (1986), which stated that a trust receipt contract should be recognized and 
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jurisdictions would uphold the transaction.” Thus the court 
left in doubt both the validity and the filing requirements of 
many multi-state transactions.” 

None of the choice of law theories suggested by the facts 
of the Barrett case provides a satisfactory basis for deter- 
mining the validity and perfection of multi-state trust receipt 
transactions. The court, for example, found that since the bill 
of lading “embodied” the goods, New York law could be 
deemed lea situs. Secondly, it could be contended that since 
the trust receipt transaction occurred in New York, the law 
of that state should be applied.” Since the court also noted 
that the bank had filed its trust receipts agreement in New 
York,” the opinion seems to suggest that perfection as well 
might be controlled by New York law for one of the same rea- 
sons.” The principal disadvantage of these theories is ap- 
parent in a factual situation much more common than the 
Barrett situation. Often a businessman from a UTRA state 
goes to a bank in New York City, or another commercial 
center, to finance a shipment of goods to his home state.** In 


protected by the courts. The case, Judge Hand admitted, might have reached the 
same result solely upon pledge law principles. Yet since the Philippine court had “resorted 
to the doctrine of ‘trust receipt’ . . . it meant to accept it, and the opinion is adequate 
evidence of the law of that country which we should and do accept.” 218 F.2d at 767-68. 
23 New York under the UTRA, see note 20 supra, and the Philippines under common 
law, see note 22 supra. 
24 Commentators have suggested that Judge Hand’s opinion is susceptible to four 
interpretations: 
“1) The bank had to perfect its interest in both the documentary jurisdiction (New 
York) and the goods jurisdiction (Philippines); 2) the bank had to perfect its 
interest only in the documentary jurisdiction, so long as the goods jurisdiction recog- 
nized the validity of trust receipt transactions either at common law or by statute; 
3) the bank had to perfect its interest only in the goods jurisdiction, so long as the 
documentary jurisdiction recognized the validity of trust receipt transactions either 
at common law or by statute; 4) the bank had to perfect its interest only in the 
goods jurisdiction, the law of the documentary jurisdiction being irrelevant and the 
discussion in the Barrett opinion of the New York filing being unnecessary dictum.” 
Guumore & Brack, Apmirauty § 8-21 (to be published, Foundation Press, 1957). Al- 
though the authors prefer the fourth interpretation, they believe “The fairest reading of the 
opinion seems to be that Judge Hand intended the interpretation numbered 2.” Ibid. 
25 The law of the state where the transaction occurred might be chosen as most likely to 
“fulfill the reasonable expectations of those who engage” in this type of transaction, see 
Stumberg, Commercial Paper and the Confict of Laws, 6 Vann. L. Rev. 489, 502-03 (1953), 
or as the state having the most contacts with the transaction, see Auten v. Auten, 308 
N.Y. 155, 124 N.E.2d 99 (1954). But see text accompanying notes 56-58 infra. 
26 See note 7 supra 
27 The bank, in in fact, so argued. Appellee’s Brief, p. 23 (“[T]here was ample relationship 
between the State of New York and the transaction so that recordation in New York 
served a valuable purpose.”). The bank also placed emphasis upon the fact that “the 
bank’s ed was a New York corporation and that the document of title was originally 
here.” Ibid. 
28 This results from the “localization of letter of credit financing in half a dozen large 
cities.” Griumore & Biack, Apiary § 3-21 (to be published, Foundation Press, 1957). 
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this situation, the goods are usually in the borrower’s own state 
at the time the trust receipt transaction is consummated.” If 
the transaction state controls perfection, the bank must file 
only in that state in order to be protected in the most critical 
default situation: bankruptcy of the debtor.*’ Admittedly, 
filing may not be as essential nor even as helpful to potential 
creditors in practice as it is in theory; trade creditors and other 
relatively small lenders may not bother to search the files 
before extending credit, and large lenders probably rely pri- 
marily on their own evaluation of the prospective borrower’s 
potential sales volume, his business acumen, and his honesty.” 
Yet without a filing statute, a debtor faced with imminent 
bankruptcy could favor one creditor at the expense of others 
by hastily preparing, and backdating, a trust receipt agreement 
with his favored creditor.** And in so far as a filing statute is 
of any help to creditors, it will only be useful when it requires 
filing where potential creditors are most likely to look—in the 
state where the debtor’s chief place of business is located.** 
Under the transaction state theory advanced by the bank, how- 
ever, a lender who relies on the files could not safely extend 
credit to, say, a Connecticut business until he had checked at 
least the Connecticut, New York and Massachusetts files, the 
latter two being states where trust receipt financing would 
likely occur. If, on the other hand, only validity and not 


29 The goods may also be in transit when the transaction is consummated, but this possi- 
bility is unimportant in view of the generally accepted lex loci destinationis rule. Hellen- 
dall, The Res in Transitu and Similar Problems in the Conflict of Laws, 17 Can. 
B. Rev. 7, 36 (1989); Gmmore & Buack, Apmiratty § 8-21 (to be published, Founda- 
tion Press, 1957). 

30 In non-bankruptcy situations, the entruster’s rights may be affected by an in rem 
proceeding in any state where the goods may be found. Thus, unless all states adopt a 
transaction state theory, the entruster would never be fully secured unless he files in every 
state which the goods may enter. Often, however, this is not a serious problem for the 
entruster. For if the goods are attached by another creditor, the entruster can attach free 
assets of the borrower. See UTRA § 10. If the borrower has insufficient free assets, the 
entruster can often put the borrower into bankruptcy. See Bankruptcy Act §§ $(a) (3), 
59(b), 30 Srar. 546, 561 (1898), as amended, 11 U.S.C. §§ 21 (a) (8), 95(b) (1952) . 

The entruster can then rely on filing solely in the transaction state if, as assumed in the 
text, that state’s law is controlling under the choice of law rules of the state where the 
bankruptcy court is sitting. See also note 58 infra. 

81 See Hanna, The Extension of Public Recordation, $1 Cotum. L. Rev. 617, 633-34 (1931) 
(noting, in addition, that buyers in the ordinary course of business have no reason to 

the files, since they are protected) (UTRA § 9); Barrett v. Bank of the Manhattan Co., 

218 F.2d 7638, 766 (2d Cir. 1954) (“it is most improbable that a third person dealing with 
the buyer would think it important to consult the records. . . .”). 

82 See Commissioners’ Prefatory Note, 9A U.L.A. 278, 282, 283. A similar purpose of 
preventing fraudulent preferences has motivated the act's “possession” requirements 
Hy pledges. 

83 See Untrorm Commenrciau Cope § 9-108, Commissioners comment 
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perfection is controlled by the transaction state, the entruster 
bank and the borrower must conform their contract to two sets 
of laws. Apart from the obvious inconvenience of this solution, 
the laws of two states may be contradictory even when both 
have substantially enacted the UTRA.* Moreover, adopting 
the embodiment theory would increase the risk that the goods, 
highly mobile because of their embodiment, will be in a non- 
trust-receipts state at a critical moment.** And, since embodi- 
ment is determined by the law of the jurisdiction where the 
documents of title were issued,” this approach would often 
make the validity of the trust receipt turn on the law of a third 
jurisdiction. Indeed, a fourth state’s law may also become 
relevant; under section 2 of the UTRA the documents may be 
at a place of business of an agent of the entruster when the 
transaction occurs.” 

The lew situs rule advocated by the trustee might lead to a 
better result if, when the transaction was closed, the goods were 
in a UTRA state which was also the borrower’s chief place of 
business. But this rule restricts trust receipts financing within 
narrow confines. It prevents American banks from safely using 
trust receipts to finance three types of shipments: exports 
from this country to foreign countries: shipments from one 
foreign country to another; and shipments to the sixteen states 
which have not adopted the UTRA.” In addition, lea situs 
introduces some risk into the use of trust receipts to finance 


34 Thus, UTRA states require filing under § 18, while common law trust receipt states do 
not. See note 2 supra. More important, states which do not recognize trust receipts will 
require compliance with the filing laws pertaining to a related security instrument. See 
note 11 supra. Often those aspects of the financing arrangements which led the parties 
to use a trust receipt agreement in the first place also preclude compliance with the 
statutes relating to other security devices. For detailed discussion see Gilmore & Axelrod, 
Chattel Security: I, 57 Yate LJ. 517, 530-48 (1948); Gilmore, Chattel Security: II, 57 
Yate L.J. 761, 762-65 (1948). 
85 Td. at 766 n.15. 
36 See p. 570 supra. 
37 ResTATEMENT, ConFruict oF Laws § 261 (1984); Barrett v. Bank of the Manhattan 
Co., 218 F.2d 761, 767 (2d Cir. 1954). But see Stumberg, Commercial Paper and the 
Conflict of Laws, 6 Vanp. L. Rev. 489, 502-08 (1958) . 
38 “]. A trust receipt transaction within the meaning of this act is any transaction to 
which an entruster and a trustee are parties . . . whereby . 
(b) the entruster gives new value in reliance upon the transfer by the trustee to 
such entruster of a security interest in instruments which are actually exhibited to 
such entruster, or to his agent in that behalf, at a place of business of either entruster 
or agent... .” (Emphasis added.) 
39 Gmmore & Buiacx, Apmriratty § 3-21 (to be published, Foundation Press, 1957) 
noting that burden of complying with foreign law might deter sellers’ banks from financ- 
ing international trade). Thirty-two states have adopted the UTRA; Pennsylvania, how- 
ever, has replaced it with the Uniform Commercial Code. 9A U.L.A. 171 (Supp. 1955). 
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shipments to or within UTRA states: if the goods are unex- 
pectedly moved to another state, even moved to another 
UTRA state more than twenty-one days after the transaction, 
the entruster’s security interest may become a voidable pref- 
erence under section 60(a) of the Bankruptcy Act.“ 

The disadvantages of a lew situs rule are particularly evid- 
ent in bankruptcy situations when the situs state and the state 
of the trustee’s chief place of doing business are different. A 
primary goal of lew situs is said to be to protect creditors who 
may have known of the goods and looked to them as assets 
from which their debts could be satisfied.“* While creditors 
domiciled in or near the situs state may have known of the 
goods, they can seldom expect them to be of value when the 
debtor defaults. Often the goods will be covered by negotiable 
documents of title which the debtor may sell to a bona fide 
purchaser who may thereby acquire a right superior to that of 
any creditor.” In addition, the situs state creditor may then for 
all practical purposes be unable to reach the proceeds of the 
sale. For the debtor may collect the proceeds at his chief place 
of doing business, where local creditors are likely to reach them 
before situs state creditors. Thus, the primary rationale of 
lex situs is defeated; the local creditors who are more likely 


The potential use of trust receipts in international trade of course becomes ever more 
important as increasing numbers of American corporations establish factories or sales 
agencies abroad. Under the rule which is herein proposed, an American bank which 
financed exports of stock or raw materials to its borrower’s foreign branch could be 
secured in bankruptcy proceedings regardless of the attitude of foreign courts. 

40 In these cases, the entruster may not be able to file in time to obtain the benefit of 
the “relation back” rule of § 60(a) (7). See note 19 supra. See also $3 Coxiier, BANK- 
ruptcy 1 60.45 (14th ed., Moore & Ogleby 1941) (concluding that the UTRA falls within 
the terms of § 60(a) (7)1(B)). See also notes 9 and 18 supra. 

41 See Green v. Van Buskirk, 72 U.S. (5 Wall.) 307, 312 (1866) (a rule made for the 
benefit of innocent purchasers and creditors); Paulsen & Sovern, “Public Policy” in the 
Conflict of Laws, 56 Cotum. L. Rev. 969, 988 (1956) (courts are more likely to apply 
situs state law when plaintiff is situs state creditor) . 

Commentators have noted other justifications for lex situs: “1. The lex situs can usual- 
ly be ascertained by any person concerned; 2. Only the lex situs can effectively grant 
physical dominion, the essence of a proprietary right.” Hellendall, The Res in Transitu 
and Similar Problems in the Conflict of Laws, 17 Can. B. Rev. 7, 8 (1989). Neither of 
these explanations are valid for cases such as that under discussion. For the proposed 
solution of applying lex loci commerciendi, see text at note 46 infra, provides a law as 
readily ascertainable as is lex situs (itself often confused by embodiment), especially since, 
in bankruptcy, it will often coincide with lex fori, see note 49 infra. The second argument 
based upon physical control is not applicable when, as here, the goods are no longer in 
the state which was the situs at the time of validity or perfection, or when the proceeds 
rather than the goods are the object of concern. See note 53 infra. 

42 Gilmore, The Commercial Doctrine of Good Faith Purchase, 63 Yate L.J. 1057, 1057-62, 
1076-81 (1954); Unrrorm Biuts or Lapine Act §§ $1, 32; Untrornm WareHOUsE 

Act §§ 40, 41, 47. See also UTRA §9(1) (A) (protecting bona fide purchasers against 
entruster’s security interest) . 
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to reach the proceeds, are less likely to have known of the goods. 

A better solution may be found in the UTRA itself which 
can be construed to designate the law of the state where the 
trustee’s chief place of business is located as controlling on 
validity and perfection. Although section 13 requires that the 
filing statement include addresses within the state for both trus- 
tee and entruster, and an out-of-state address for the entruster 
if he has none within the state, no out-of-state address is ever 
required for the trustee.** Since filing is designed to protect 
creditors of the trustee, it seems unlikely that UTRA filing re- 
quires less information, particularly information helpful and in- 
deed often necessary to identification, about the trustee than 
about the entruster. Section 13 therefore seems to provide 
that even if goods are within a UTRA state at the time of a 
trust receipt transaction, the entruster’s interest can be filed 
there only if the trustee has a place of doing business within 
that state. Since the UTRA was intended to cover importa- 
tions, its drafter must have realized that the goods often would 
be brought into a state where the trustee has not even any ware- 
house space.“ The act consequently may be fairly construed 
to end the lew situs rule at least as to perfection by filing; for 
it certainly should not be construed to mean that the entruster 
can obtain the benefits of filing only by filing in a state where 
he is not entitled to file. Admittedly, section 13’s reference to 
“the chief place of business of [the trustee] within this state, 
if any” is ambiguous. It may mean the principal place where 
the trustee does business within the state, if he has any place 
of business within the state, or the chief place where the trustee 
does business, if his chief place of business is within the state. 
But neither interpretation will avoid the possibility that the 
entruster will often not be entitled to file in the situs state. 
The former interpretation, moreover, will require the entruster 
either to file in every state where the trustee does business or 
to make a purely speculative choice of a state in which to file; 
for every possible criterion for choosing—state where the trans- 


43 See also the sample filing statement set forth in UTRA § 13 (2). 

44Such an occurrence is possible, too, when documents of title are involved, and the 
embodiment theory is accepted. See note 37 supra. The trustee may frequently do his 
trust receipt business with an entruster, or the entruster’s agent (UTRA § 2, see note 38 
supra), located in a state other than that in which the trustee has a place of business. 
See note 28 supra. 
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action occurred, situs of the goods or embodying documents, 
state of the entruster’s chief place of doing business, place of 
performance—may point to a state where, because the trustee 
has no place of doing business, the entruster is not entitled to 
file. In contrast, the second interpretation, by specifying the 
state of the trustee’s chief place of doing business, coincides 
with an important purpose of the act’s filing system: to give the 
entruster “convenient and workable provisions for filing and 
refiling.”** Moreover, it can readily be argued that since per- 
fection is controlled by what may for convenience be called lex 
loci commerciendi, validity is controlled by the same law.“ 


Federal law permits bankruptcy courts sitting in UTRA 
states to apply lex loci commerciendi—the law of the trustee’s 
chief place of doing business—in determining validity and per- 
fection of trust receipt security interests. Under sections 
60(a), '70(c) and 70(e) of the Bankruptcy Act, the validity 
of the entruster’s security interest must be determined by re- 
ferring to “applicable state law.’”*’ To determine which state’s 
law is applicable, the bankruptcy court applies the conflict of 
laws rules of the forum state,“ normally the state of the 
bankrupt’s chief place of doing business,“ so long as those 
rules violate neither the full faith and credit clause® nor due 
process.” Although the full faith and credit clause requires 


45 Commissioners’ Prefatory Note, 9A U.L.A. 279. “The Act provides for centrally 
accessible filing in a single office for the entire State. This is vital to the policy of simpli- 
fying the filing provisions and to making the information readily and certainly available 
without expensive search.” 
46 The UTRA applies a lex loci commerciendi rule to perfection by filing, yet nowhere 
suggests that a different conflicts rule would govern the question of initial validity. 
ore, only the interpretation suggested in text would avoid the complexities other- 

wise possible when the law of two or more states must be consulted . See notes 34-38 
supra and accompanying text. 
47 Both §§ 60(a) and 70(e) refer to state Jaw. See notes 19 and 9 supra. Section 70(c) 
gives the trustee in bankruptcy the rights of a lien creditor, see note 18 supra; only state 
law defines these rights. 
48 Accord, Klaxon Co. v. Stentor Elec. Mfg. Co., $13 U.S. 487 (1941). 
49 Bankruptcy courts have jurisdiction to “Adjudge persons bankrupt who have had their 
principal place of business, resided or had their domicile within their respective territorial 
jurisdictions for the preceding six months.”’ Bankrupt Act § 2(a) (1), 830 Srar. 545 (1898), 
as amended, 11 U.S.C. § 11(a) (1) (1952). (Emphasis added.) But see id. §§ 2(a) (19)- 
(20), $2 (bankruptcy cases may be transferred to a more convenient state) . 
50 “Full Faith and Credit shall be given in each State to the public Acts, Records, and 
judicial Proceedings of every other State.” U.S. Consr. art. IV, §1 
51 “No State shall make or enforce any law which shall abridge the privileges or immuni- 
ties of citizens of the United States; nor shall any State deprive any person of life, liberty, 
or property, without due process of law. . . US. Const. amend. XIV. 

e full faith and credit clause, see note 50 supra, and the due process clause are the 
otutied provisions of federal law which “direct or prohibit or limit the action of a state 
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the forum state to recognize judgments of situs state courts,” 
it does not require that such judgments must control the rights 
of the entruster against creditors who were not parties to the 
judgments. And full faith and credit certainly should not 
be construed to require that situs state judgments conclude the 
rights of the entruster against a trustee in bankruptcy who, as 
frequently happens, relies merely upon the rights of a hypothe- 
tical lien creditor. Moreover, the full faith and credit clause 
has never been extended to cover common law rules.” Con- 
sequently, since no American state invalidates trust receipt 
transactions but by common law, only due process limits the 
forum state’s freedom to choose a law applicable to rights 
which have not been reduced to judgment in the situs state. 
The forum state may thus specify that the law of the trustee’s 
chief place of doing business shall apply. For due process is 
met when the conflicts rule adopted by the forum state points 
to a jurisdiction which has a substantial interest in the trans- 
action® and when this rule also leads to whatever interstate 


court in choosing the applicable law, and in enforcing foreign causes of action. .. .” 
Cheatham, Federal Control of Conflict of Laws, 6 Vanp. L. Rev. 581, 584 (1958). 

52 E.g., Green v. Van Buskirk, 72 U.S. (5 Wall.) $07 (1866), 74 U.S. (7 Wall.) 189 (1868). 
53 The full faith and credit clause does not require the forum state to give a judgment 
more effect outside the judgment state than the res judicata or collateral estoppel rules 
would require within the judgment state. Halvey v. Halvey, $309 U.S. 610 (1946). But 
see Lynn v. Lynn, 302 N.Y. 198, 97 N.E.2d 748 (1951). 

A situs state judgment may of course determine that a levying creditor has certain 
rights in the trust receipted goods. Neither the entruster nor other creditors could then 
successfully claim the same rights. See, e.g., Green v. Van Buskirk, 72 U.S. (5 Wall.) 
807 (1866), 74 U.S. (7 Wall.) 189 (1868); Restatement, Jupcments § 73 (1942) . But 
if other creditors (individually or through the trustee in bankruptcy) and the entruster 
assert conflicting claims to any excess realized over and above the levying creditor’s claim, 
the situs state judgment would not bind either party by res judicata or collateral estoppel. 
Nor would the entruster be bound when he seeks to enforce his rights in the proceeds 
under UTRA § 10, even if “any proceeds or the value of any proceeds . . . of the goods,” 
to which the entruster may be entitled under § 10, is simply the cancellation of the debt 
effected when the situs state awarded the goods to the attacking creditor. See e.g., id. 
comment c. See also, ¢.g., Gratiot County State Bank v. Johnson, 249 U.S. 246 (1919) 
(judgment in rem is not res judicata as to the facts or as to subsidiary questions of law 
except as to parties and their privies) . 

54 See § 70(c) (giving trustee in bankruptcy the rights of a hypothetical lien creditor) 
and § 60(a) (3) (specifying the voidability of preference does not depend upon existence 
of a real creditor). See also note 18 supra. 

55 Despite a “categorical statement by the Supreme Court of the United States that 
common law is within the protection of the clause,’ Cheatham, supra note 51, at 608 (re- 
ferring to Magnolia Petroleum Co. v. Hunt, 320 U.S. 480, 486 (1943) (dictum)), the 
clause has not been so applied. See 1 Crosskey, Potitics anp THE ConsTITUTION 554-55 
(1958). Some have argued that the common law is not a “public Act,” and so the due 
process clause is the only limitation in this field. Srumserc, Conruict or Laws 547 (2d 
ed. 1951). Others have thought that full faith and credit should include common law. 
See Jackson, Full Faith and Credit—The Lawyer’s Clause of the Constitution, 45 Cotum. 
L. Rev. 1, 12 (1945); Cheatham, supra note 51, at 602-08 (either under “public Acts” 
or “judicial Proceedings”) ; CrossKEY, op. cit. supra at 545-46 (under “Records”). 
56“The more recent Supreme Court cases, with an occasional exception, seem to hold 
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uniformity the nature of the transaction demands.” The “sub- 
stantial interest” test is undoubtedly satisfied by the fact that 
the debtor’s business, and probably most of his unsecured 
creditors, are within the state. And, indeed, uniformity is 
obtained only if UTRA states choose the trustee’s chief place 
of doing business as the factor controlling the choice of laws.” 


Lex loci commerciendi will produce the most equitable bal- 
ance of the interests of creditors in bankruptcy proceedings in 
UTRA states. The solution proposed will, in the first instance, 
preserve unimpaired the situs state’s power to adjudicate 
rights of creditors who attach or levy against the goods while 
they are in the state; for only in bankruptcy, when the reasons 
for lex situe are not applicable, should lex loci commerciendi 
be applied. Thus, creditors who have actually relied upon 
the goods will still have the only remedy which would be feas- 
ible even if lea situs, the rule specifically designed for their pro- 
tection, were invariably applied. For the other, illusory rem- 
edies of the lea situs rule, the solution proposed substitutes 
realistic protection of all secured and unsecured creditors; it 
requires public notice of the trust receipt transaction by filing 
in the state of the trustee’s chief place of doing business—the 
place where the creditors are most likely to look for notice of 
secured interests in the trustee’s assets. And by applying lex 
loci commerciendi in UTRA states, bankruptcy courts will 
give to each class of creditors an interest in the bankrupt’s es- 
tate which corresponds both to their contribution to the estate 
and to their expectation. For by his loan the entruster enabled 
the bankrupt to buy inventory or stock in trade; in turn, he 
expected that sale of the goods would liquidate the loan. Other 
secured creditors looked to other specific property and un- 
secured creditors to the capital and earned surplus of the 
debtor for repayment of their loans. 


that local law may be applied at the forum even though the interest there may be 
relatively slight.” Srumpere, op. cit. supra note 55, at 67-68, citing Griffin v. McCoach, 
$18 U.S. —498 (1941) (forum state can examine insurance contract made in another state 
and refuse to enforce such rights as are against forum’s public policy). See also Pacific 
Employers Ins. Co. v. Industrial Acc. Comm’n, 294 U.S. 582 (1985) (same). 


57 See Cheatham, supra note 51, at 586-88, 600-01 (indicating that the Supreme Court 
has applied the due process clause to states’ choice of law rules only in selected fields) . 


58 See text accompanying notes 33-40 supra. 
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BANKING DECISIONS 


In this department are published each month all of the important deci- 


sions of the Federal and State Courts involving questions pertaining 
to the law of banking and negotiable instruments. The experiences 
they disclose deserve careful attention and study of bankers, bank 
counsel, the depositor and the bank student seeking advancement. 





Provision in Passbook Protects Bank in 
Making Payment to Impostor 


A very important case concerning the effectiveness of ex- 
culpatory clauses in savings account passbooks has been de- 
cided by the highest tribunal in Massachusetts. The teller of 
a savings and loan association handed a depositor a passbook 
and two signature cards which were to be signed by the de- 
positor and his wife and returned to the bank. At the time, 
none of the provisions in the passbook was brought to the de- 
positor’s attention. ‘The cards were signed and returned. 
Several months later an impostor who had unexplainedly ob- 
tained the book presented it to the bank together with a forged 
withdrawal slip. Payment was made and subsequently the 
depositor brought suit against the bank to recover the funds 
paid out of the account. 

It is important to note in this case that the signature cards 
contained no provision or warning dealing with improper pay- 
ment and the exculpatory provision in the passbook was never 
brought to the attention of the depositor or his wife. 

The precise question ruled on by the court, therefore, was 

“whether a depositor who does not expressly assent to 
an exculpatory provision contained in a bank book and not 
brought to his attention is, nevertheless, bound by it in accept- 
ing and retaining the book.” ‘The court ruled in favor of the 
bank, reasoning that the provision in the passbook actually 
constituted part of the contract entered into between the de- 
positor and the bank. Polonsky v. Union Federal Savings & 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 1364. 


667 











568 THE BANKING LAW JOURNAL 


Loan Association, Supreme Judicial Court of Massachusetts, 
138 N.E.2d 115. The opinion of the court is as follows: 


SPALDING, J.—Early in July, 1953, the plaintiffs husband went 
to the office of the defendant to open a joint account in the name of 
himself and the plaintiff. The account was opened by the teller who 
made appropriate entries on the records of the defendant whereby there 
was transferred into this new account a sum previously on deposit in the 
name of the plaintiff's husband as survivor of an earlier joint account 
with his father. At that time the plaintiff's husband signed a temporary 
signature card. Thereafter the teller handed to the plaintiff's husband 
a bank book enclosed in the usual type of bank book envelope and a 
permanent form of signature card which he was to take home for signa- 
ture by his wife and himself. Several days later this card, the form of 
which was the same as the temporary card, was returned to the defendant 
duly signed by the plaintiff and her husband. There was printed on 
the inside of the bank book cover the following: “This association shall 
not be held responsible for money paid out to any person unlawfully 
presenting this book.” “There was no evidence .. . that any of the 
printed matter contained in the bank book ever came to the attention, or 
was brought to the attention, of the plaintiff or her husband.” There 
was nothing on the signature card which dealt with the effect of pay- 
ment by the defendant to one improperly presenting the book. The 
membership certificate, which is printed in the bank book, recites that 
the members of the defendant hold their savings shares accounts “sub- 
ject to its charter and by-laws and to the laws of the United States of 
America.” It was agreed by the parties that there is nothing in the 
charter or by-laws of the defendant or in the laws of the United States 
which would absolve the defendant from liability to a depositor if it 


No. 12341 

1 “Name Polonsky, Ruth or Morris 

“The undersigned hereby apply for a Membership and a Savings Account in the 
Union Federal Savings and Loan Association and for the issuance of a membership 
certificate in the approved form in the joint names of the undersigned as joint tenants with 
the right of survivorship and not as tenants in common. Specimens of the signatures 
of the undersigned are shown below and the association is hereby authorized to act without 
further inquiry in accordance with writings bearing any such signature: it being under- 
stood and agreed that any one of the undersigned who shall first act shall have power to 
act in all matters related to the membership and the above numbered account, whether 
the other person or persons named in the membership certificate be living or not. The 
repurchase or redemption value of the above numbered account or other rights relating 
thereto may be paid or delivered in whole or in part to any one of the undersigned, 
who shall first act, and such payment or delivery or a receipt or acquittance signed by 
any one of the undersigned shall be a valid and sufficient release and discharge of said 

_ Signature, Ruth Polonsky 

Address, 6 Courtland Rd., Mattapan, Mass. 

Signature, Morris Polonsky 

Address, 6 Courtland Road, Mattapan. 

Dated July 14, 1953.” 








PASSBOOK PROTECTS BANK 569 


makes payment to one who, without authority, presents the bank book. 

On November 9, 1953, the funds ($1,182.44) standing in the joint 
account of the plaintiff and her husband were paid by the defendant to 
an impostor. At the time of payment the impostor presented the 
book to the defendant together with a withdrawal slip on which the 
name of the plaintiff had been forged. Neither the plaintiff nor her 
husband had authorized any other person to withdraw the funds or 
was aware that the bank book had been taken from the dresser drawer 
in their home where it had been left by the plaintiff’s husband. 

The plaintiff brought this action of contract or tort to recover the 
sum erroneously paid by the defendant. The declaration contained a 
count in contract and a count in tort. The judge, after finding the 
foregoing facts, found for the plaintiff on the count in contract.2 He 
ruled that the rights of the parties were governed by the terms of the 
contract when the account was opened; that the language on the inside 
cover of the bank book which purports to absolve the defendant from 
responsibility for money paid out to an authorizing person presenting 
the book was not part of the contract; and that since this language never 
came to the attention of the plaintiff she was not bound by it. This 
ruling was challenged by the defendant, and, on report, the Appellate 
Division held it to be error and ordered judgment for the defendant. 
The plaintiff appealed. 

The question for decision is whether the above mentioned exculpatory 
provision protects the defendant, for apart from that provision the 
plaintiff is entitled to prevail. Societe de Bienfaisance St. Jean Baptiste 
de Millbury v. Worcester County Institution for Savings, 228 Mass. 556, 
560, 117 N.E. 921; Barmby v. Merrimack Cooperative Bank, 285 Mass. 
37, 40, 188 N.E. 378; Fuge v. Quincy Co-operative Bank, 300 Mass. 
296, 15 N.E.2d 199. 

It has often been decided by this court that the rules or by-laws of 
a bank are binding on one who assents in writing to be bound by them. 
Jochumsen v. Suffolk Savings Bank, 3 Allen 87; Wall v. Provident Insti- 
tution for Savings, 3 Allen 96; Levy v. Franklin Savings Bank, 117 Mass. 
448, 450; Donlan v. Provident Institution for Savings, 127 Mass. 183; 
Wasilauskas v. Brookline Savings Bank, 259 Mass. 215, 218, 156 N.E. 
34, 52 A.L.R. 758; Tapper v. Boston Penny Savings Bank, 294 Mass. 
335, 339, 2 N.E.2d 198. But that is not the situation here, because 
neither the plaintiff nor her husband expressly assented to be bound by 
the provision printed in the book; nor was the provision ever brought 
to the attention of either. Hence, as the plaintiff argues, these cases are 
not controlling. The case at bar, therefore, presents the question 
whether a depositor who does not expressly assent to an exculpatory 
provision contained in a bank book and not brought to his attention 
is, nevertheless, bound by it in accepting and retaining the book. The 


2 It is agreed that the evidence warranted the findings made by the judge. 
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plaintiff contends that she should not be bound by the provision in 
these circumstances and support for her contention may be found in 
Los Angeles Investment Co. v. Home Savings Bank, 180 Cal. 601, 613- 
614, 182 P. 293, 5 A.L.R. 1193, Highfield v. First National Bank, 45 Ga. 
App. 431, 165 S.E. 185, and Ackenhausen v. People’s Savings Bank, 110 
Mich. 175, 182, 68 N.W. 118, 33 L.R.A. 408. 


But according to the weight of authority a depositor by accepting 
and retaining a pass book wherein such a provision is printed is deemed 
to have assented to it, and the provision becomes a part of the contract 
between the bank and the depositor. Dinini v. Mechanics’ Savings 
Bank, 85 Conn. 225, 228 82 A. 580; Ladd v. Augusta Savings Bank, 96 
Me. 510, 518, 52 A. 1012, 58 L.R.A. 288; Heath v. Portsmouth Savings 
Bank, 46 N.H. 78; Cosgrove v. Provident Institution for Savings, 64 
N.J.L. 653, 654, 46 A. 617; Wharton v. Poughkeepsie Savings Bank, 262 
App.Div. 598, 601, 31 N.Y.S.2d 311; Royon v. Greenstein, 122 Ohio St. 
340, 345, 347, 171 N.E. 595; Bulakowski v. Philadelphia Saving Fund 
Society, 270 Pa. 588, 541-542, 113 A. 553; Davis v. Chittenden County 
Trust Co., 115 Vt. 349, 362-353, 61 A.2d 558. 


No decision of this court has been brought to our attention, and we 
have found none, which deals with the precise question here presented. 
In all of our decisions, so far as we can discover, which have held a 
depositor bound by a rule or by-law printed in a pass book it appears 
that he signed an instrument by which he expressly agreed to be bound 
by the by-laws or rules of the bank. 


Where what is given to a person purports on its face to set forth the 
terms of a contract, the person, whether he reads it or not, by accepting 
it assents to its terms, and is bound by any limitation of liability therein 
contained, in the absence of fraud. Kergald v. Armstrong Transfer 
Express Co., 380 Mass. 254, 255, 113 N.E.2d 53, and cases collected. On 
the other hand, where what is received does not purport to be a con- 
tract, such as, for example, a baggage check, a check issued at a parking 
lot, or a ticket to an amusement device, it has been held that the person 
receiving it is not bound by a limitation of liability unless it is actually 
known to the recipient. Kergald v. Armstrong Transfer Express Co., 
supra, 880 Mass. at pages 255-256, 113 N.E.2d at page 54. While it is 
arguable that a bank book bears considerable resemblance to this type 
of document, we are of opinion, in accordance with the prevailing view, 
that it constitutes part of the contract entered into between the depositor 
and the bank and that the depositor is bound by lawful provisions 
therein contained whether or not he reads them and whether or not 
they are brought to his attention. That bank books frequently contain 
provisions defining the rights between it and its depositors is a matter 
of common knowledge, and it is not unreasonable, we think, to treat 
such provisions as part of the contract by which the parties are bound. 


| 
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The exculpatory provision protected the defendant if, using reason- 
able care and in good faith, it paid the money on presentation of the 
book to an impostor. Wasilauskas v. Brookline Savings Bank, 259 
Mass. 215, 218, 156 N.E. 34, 52 A.L.R. 758. There was no evidence that 
the defendant was negligent or that it acted in bad faith. It follows that 
the ruling of the trial judge was error. 

Order of the Appellate Division affirmed. 





Depositor May Not Recover From Bank 
Unless Loss Can Be Established 


Banks are probably subject to more groundless law suits 
than any other kind of commercial institution as a recent Mis- 
sissippi case illustrates. A company had a deposit agreement 
with a bank specifying that funds could be withdrawn from an 
account only on the signatures of certain persons and only for 
the purpose of transferring the funds to a designated bank. 
During a three-year period, a company employee brought 
checks and cash to the bank together with deposit slips, some 
of which carried a notation “less” a certain sum. The “less” 
sum was handed to the employee in cash and was thereupon 
taken back to the company office and added to the cash fund. 
The company at no time objected to this procedure. 


When the company brought suit against the bank for the 
total of the amounts deducted from the deposit slips, both the 
trial court and the appellate court ruled that because the sums 
deducted from the total amount of the deposits were returned 
to the company, it sustained no loss from any act of the bank 
and consequently had no ground to recover. Since there was 
no loss, the appellate court found it unnecessary to consider 
whether or not there had been a breach of the deposit contract 
by the bank. N. O. Nelson Company v. Deposit Guaranty 
Bank and Trust Company, Supreme Court: of Mississippi, 
89 So.2d 854. The opinion of the court is as follows: 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 412. 
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ARRINGTON, J.—Appellant is a foreign corporation with head- 
quarters in St. Louis, Missouri. It operated a place of business in 
Jackson, Mississippi. It had another place of business in Memphis, 
Tennessee, and reports were made daily to the Memphis office of 
business done in Jackson, Mississippi. The auditing covering Jackson 
operations was done in Memphis. In 1950, appellant opened a deposit 
account with Commercial Bank & Trust Company of Jackson, Missis- 
sippi, which bank was later merged with appellee, at which time the 
appellee assumed the liabilities of the Commercial Bank & Trust 
Company. Appellant gave written instructions to Commercial Bank & 
Trust Company, hereinafter referred to as appellee, which also will desig- 
nate appellee as its successor, to the effect that funds could only be with- 
drawn from the account on the signatures of certain persons and only 
for the purpose of transferring funds to a Memphis Bank. 

Over a period of about three years, the Jackson branch of appellant 
made out deposit slips at its office in depositing proceeds of its daily 
sales. Most of the deposit slips consisted of a list of checks received in 
the course of sales and there was some currency. All the checks were 
endorsed with a stamp, “For deposit only, pay to order of Commercial 
Bank & Trust Company, Jackson, Miss., N. O. Nelson Co., Memphis, 
Tenn.” On many of these deposit slips was a notation “less” various 
sums ranging some few cents to substantial sums of money. When the 
teller received these deposits, the “less” sum was handed to the employee 
of appellant who carried the deposit to the bank and the employee re- 
turned the sum thus received by him to the appellant’s place of business 
where it was placed with the company’s funds. The total of these deduc- 
tions from deposits over the period of nearly three years amounted to 
$2,762.59, which was the amount sued for. Copies of the deposit slips were 
mailed to the Memphis accounting office of appellant daily together with 
sales reports. No objection was ever made to the manner in which the 
bank was receiving the deposits and allowing the deductions. Appellant 
seems to have lost a large sum of money from a defaulting employee who 
was manager of the Jackson, Mississippi branch. 


Appellants filed suit for the deductions from the deposits and the suit 
was tried in the county court in equity. From a judgment for appellee 
an appeal was taken to the Chancery Court where the county court was 
affirmed. Appellant then brought the case to this Court. 


Appellant claims that the appellee bank, in allowing the deductions 
from the total funds shown on the deposit slip, breached the agreement 
with the bank as to withdrawals by checks signed by designated indi- 
viduals; that such deductions were tantamount to allowing withdrawals 
by unauthorized persons. 

The trier of the facts was fully justified from the evidence to find that 
appellant sustained no loss from anything the bank did in receiving the 
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deposits and permitting the deductions therefrom. The proof showed that 
the money thus deducted was returned to appellant’s cash fund. We do 
not find it necessary to consider whether the bank breached the deposit 
agreement, or whether, if it did breach the agreement, the appellant 
acquiesced therein and is estopped to complain. The appellant failed 
to prove it sustained any loss, and that alone is sufficient to require an 
affirmance of the judgment. 

Affirmed. 

McGEHEE, C. J., and KYLE, ETHRIDGE and GILLESPIE, J.J., 


concur. 





Incorrect Notation on Stopped Check 
Imposes Liability on Bank 


A New York court has handed down a decision in what 
appears to be a very novel case. On February 17 a depositor 
drew a check for $156 and delivered it to the payee. On Feb- 
ruary 283 before the check was presented for payment, the 
depositor stopped payment of the check by written direction 
on the bank’s printed form which indicated in the usual way 
that the bank would not be liable in the event of payment or 
certification through negligence or inadvertance. On February 
28 the check was presented for payment but in rejecting the 
check the bank placed on it a notation reading “short according 
to our books.”” When the depositor learned of this he demanded 
that the bank correct its error but the bank failed to comply. 
Some time later the payee of the check instituted criminal pro- 
ceedings against the depositor and he was apprehended although 
innocent of the charge against him. The depositor brought 
suit against the bank, demanding $15,000 as general damages 
and $15,000 as special damages, for injury to his personal and 
business reputation as well as personal injury, anxiety and 
humiliation. 

In its defense the bank relied heavily on the fact that at the 
time the check was presented the balance in the depositor’s 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 930. 
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account was not sufficient to cover the check. The court ruled 
in favor of the depositor and in doing so stated that “In the 
business world the dishonor of a check for insufficient funds 
differs vastly from its dishonor pursuant to a stop payment 
order.” Since the bank was properly chargeable with this 
difference, it failed in its duty to its depositor and therefore 
incurred liability at least for nominal damages. Robbins v. 
Bankers Trust Copmany as successor to Public National Bank 
& Trust Company, Supreme Court of New York, 157 N.Y.S. 
2d 56. The opinion of the court is as follows: 


HOFSTADTER, J.—By motion to dismiss pursuant to rule 106 
of the Rules of Civil Practice the defendant challenges the sufficiency 
of the complaint in this action. The gist of the complaint is: The 
plaintiff, who maintained a regular checking account with the defendant, 
on February 17, 1955, in the regular course of business drew a check 
dated the same day on his account to the order of Hatfield Farm for 
$156, and delivered the same to Hatfield Farms. On February 23, 
1955, before the check was presented for payment, he ordered the defen- 
dant to stop payment on it, by written direction on the defendant’s 
printed form. The plaintiff on February 28, 1955 maintained a balance 
of $411.98 in the account. The check was presented for payment on 
February 28, 1955, but not paid; in rejecting the check the defendant 
placed on it a notation reading “short according to our books”. On 
March 1, 1955, after the plaintiff had received notice from the defendant 
of this rejection of the check, he notified the defendant of its error in 
placing the incorrect notation on the check and demanded that the 
defendant correct the error. The defendant failed to do so or to notify 
the payee that payment on the check had been “timely and correctly 
stopped.” 

On May 3, 1955, the payee instituted a crminial proceeding against 
the plaintiff for violation of section 1292-a of the Penal Law; after the 
plaintiff had been apprehended on this charge and held to bail the 
information against him was dismissed in June 1956. The plaintiff is 
innocent of the criminal charge against him. 

The defendant was grossly negligent in the maintenance of its 
records dealing with the plaintiff's account and the plaintiff did not 
contribute to the defendant’s negligence. His arrest was the result of 
the defendant’s negligence; he also suffered injury to his personal and 
business reputation as well as personal injury, anxiety and humiliation. 
He has suffered special damage to his business reputation and credit 
and has had legal expenses in connection with the criminal charges. 
He concludes with a demand of $15,000 as general damages and an 
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additional $15,000 as special damages. 

Annexed to the complaint and incorporated therein by reference 
is a transcript of the plaintiff's account for the month of February, 
1955. While the transcript bears out the allegation that on February 
23, 1955, the date of the issuance of the stop payment order, the plaintiff's 
balance in the account was $411.98, it reveals also that on February 
28, 1955, the date on which the check was presented for payment, the 
balance was insufficient to meet the check. Indeed, the only day between 
February 17 and February 28, 1955, both inclusive, on which the 
balance was large enough to cover the check was February 23, 1955. 

The question to be determined is whether the defendant incurred 
liability for rejecting the check with the notation “short according to 
our books” after its receipt of the stop payment order. The controversy 
here differs from that usually passed on in actions between a bank and 
its depositor. In an action for violation of a stop payment order the 
depositor’s grievance is normally that his check has been paid or 
certified in disregard of the order; not so here, for the check was not 
paid and could not be paid, for the plaintiff’s balance was too small 
to permit payment. Nor in such circumstances has the plaintiff valid 
ground for complaint of the dishonor as such . But for the stop pay- 
ment order the defendant would obviously have been within its rights in 
refusing payment and making a notation on the check of “short” or its 
equivalent. Is the result in law different by reason of the stop payment 
order? 

The dishonor by a bank of its depositor’s check, when his balance 
is sufficient to meet it, is a violation of the bank’s duty, for which it 
must respond in nominal or substantial damages, depending upon 
the circumstances under which the dishonor occurs. Wildenberger v. 
Ridgewood National Bank, 230 N.Y. 425, 130 N.E. 600; Wahrman v. 
Bronx County Trust Company, 246 App.Div. 220, 285 N.Y.S. 312. It has 
been held, too, that the dishonor for insufficient funds of a check drawn 
by an attorney on an account in which his balance covered the check 
is a libel. Nealis v. Industrial Bank of Commerce, 200 Misc. 406, 107 
N.Y.S.2d 264. A bank is liable for the payment of its depositor’s check 
in violation of a stop payment order, American Defense Society, Inc., v. 
Sherman National Bank of New York, 176 App.Div. 250, 162 N.Y.S. 
1081, affirmed 225 N.Y. 506, 122 N.E. 695, though it may by agreement 
limit this liability. Gaita v. Windsor Bank, 251 N.Y. 152, 167 N.E. 203. 

This case appears to be one of novel impression and no authority 
passing on a like situation has been brought to the court’s attention. 
The question is then to be resolved by application of the principles 
governing the relation of a bank to its depositor. When the defendant 
accepted the stop payment order it bound itself to comply with it, 
except insofar as the defendant had by agreement limited or relieved 
itself of the discharge of this duty. The rejection of the check for in- 
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sufficient funds was not compliance with the order to stop-payment. 
A depositor may stop payment of a check for a variety of reasons, 
among them the non-receipt of anticipated funds to cover the check. 
He may have stopped payment for the very purpose of preventing dis- 
honor for insufficient funds or, in reliance on the bank’s obedience to 
the stop payment order, have issued other checks, but but for whose 
payment his balance would have been sufficient to pay the stopped 
check. In the business world the dishonor of a check for insufficient 
funds differs vastly from its dishonor pursuant to a stop payment order. 
The defendant, properly chargeable with notice of this difference, failed 
in its duty to the plaintiff when, in refusing to pay the check, it noted 
shortage of the account instead of the stop-payment order as the 
reason for its action. 

The defendant, however, urges that the plaintiff by agreement em- 
bodied in the stop payment order exculpated it from liability. The 
order made part of the complaint provides: 


“In receiving Stop Payment Notice, it is agreed that this 
Bank shall not be held liable in the event of payment or certifica- 
tion through negligence, inadvertence or otherwise. If, however, 
the above item, when presented, could be returned because drawn 
against insufficient or uncollected funds or because postdated, 
it may be deemed by the Bank returned for such cause although 
marked ‘Payment Stopped.’” 


This order affords the defendant no protection against the plaintiff’s 
present claim, for none of the events mentioned in it has occurred. The 
check was not paid or certified; therefore, the first sentence is inapplic- 
able. The second sentence is somewhat equivocal and it is far from 
clear just what was intended by the phrase, “deemed by the Bank.” 
It certainly does not empower the bank in the circumstances stated to 
mark the check returned for insufficient funds, for it speaks of a check 
already marked “Payment Stopped.” The plaintiff's check was not so 
marked; that is the very thing of which he complains. The order says 
nothing at all about the return of a check on which payment has been 
stopped with a notation that it has been returned for insufficient funds. 
Since, moreover, the order form was prepared by the defendant, it may 
not be extended by implication to relieve the defendant of liability in an 
omitted contingency. 

The defendant contends also that the plaintiff’s arrest on the criminal 
charge made by the payee was not the proximate result of its conduct, 
but was due to the intervention of an independent human agency. The 
defendant cites abundant authority for this contention. Hartford v. 
All Day and Night Bank, 170 Cal. 538, 150 P. 356, L.R.A.1916A, 1220; 
Bearden v. Bank of Italy, 57 Cal.App. 377, 207 P. 270; Noland v. Union 
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State Bank of Arkansas City, 189 Kan. 261, 31 P.2d 45; Waggoner v. 
Bank of Bernie, 220 Mo.App. 165, 281 S.W. 130; Bank of Commerce 
v. Goos, 39 Neb. 437, 58 N.W. 84, 23 L.R.A. 190; Parrott v. Bell National 
Bank, 165 Ky. 802, 178 S.W. 1069; Western National Bank v. White, 
62 Tex.Civ.App. 374, 131 S.W. 828. While the question does not appear 
to have been decided in this state, the court is impressed with the force 
of the reasons given in these cases for the rule they announce. The 
adoption of the rule and its application to this case would, however, 
merely eliminate as an item of damage the criminal charge and the con- 
sequences of the steps taken by the payee in pressing it. Nor does the 
complant contain any basis for the claim of so-called special damage. 

Neveitheless, the defendant’s conduct in placing the notation on 
the check after the receipt of the stop payment order did constitute a 
violation of its duty to its depositor. Since the duty was violated, even 
without negligence, it need not be determined whether the defendant’s 
argument that the allegations of negligence in the complaint are con- 
clusory is well taken. What damage the plaintiff can establish must 
depend on the proof; that is an issue to be tried. The violation of the 
duty imposes liability at least for nominal damages. That is enough to 
enable the complaint to withstand a motion to dismiss for failure to state 
a cause of action. 

The motion to dismiss is denied with leave to answer within ten 
days after service of a copy of this order with notice of entry. 


Drafts in Process of Collection are Not 
Property of Drawer 


A very interesting case to bankers has been decided by the 
Pennsylvania courts concerning the ownership of drafts or the 
proceeds of drafts which are in the process of being collected. 
The plaintiff brought suit in Pennsylvania by means of what is 
called a foreign writ of attachment against a produce dealer 
located in Chicago. In instituting the action a bank in Phila- 
delphia was summoned as a garnishee holding property of the 
Illinois defendant. This property was alleged to be the pro- 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 329. 
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ceeds of certain drafts which had been forwarded to the Phila- 
delphia bank by the drawer-defendant’s bank in Illinois for 
presentation and payment. 

The court ruled that the proceeds of the drafts which the 
Illinois bank forwarded to the Philadelphia bank were the 
property of the Illinois bank and not of the defendant-drawer 
since the latter bank had given the drawer full and unqualified 
credit for the drafts as soon as they were delivered to that 
bank. In reaching its decision the court quoted Michie on 
Banks and Banking, Vol. 5A, Sec. 32a as follows: “The rule 
supported by the very decided weight of authority is that a 
deposit of a check, draft or other commercial paper in the 
ordinary course of business, whereby the depositor receives a 
credit as cash against which he may draw, prima facie operates 
to transfer the title to the bank, in the absence of a usage or 
custom, or of an agreement that the effect of the transaction 
shall be otherwise, or proof of circumstances from which such 
an agreement may be inferred”. Badler v. L. Gillarde Sons 
Company and South Philadelphia National Bank (now Cen- 
tral-Penn National Bank of Philadelphia) garnishee, Supreme 
Court of Pennsylvania, 127 A.2d 680. Part of the opinion of 
the court is as follows: 





JONES, J.—This appeal is from an order of the court below setting 
aside the service of a writ of foreign attachment and quashing the writ. 

The plaintiff, M. J. Badler, a wholesale produce merchant of Phil- 
adelphia, instituted an action of assumpsit by writ of foreign attachment 
against the defendant, L. Gillarde Sons Company, a produce dealer of 
Chicago, Illinois, summoning as garnishee the South Philadelphia 
National Bank (now Central-Penn National Bank of Philadelphia) . 

When the writ was served, the garnishee had in its possession the 
proceeds of ten drafts, drawn by the defendant company on a South 
Philadelphia customer, which the defendant had transferred to three 
banks in Illinois which, in turn, forwarded the drafts to the garnishee 
bank for presentation for payment by the drawee. On petition of the 
garnishee averring that it had no property of the defendant company 
in its possession, the court below issued a ruling calling upon the plaintiff 
to show cause why service of the writ should not be set aside and the 
writ quashed. The plaintiff, by answer, denied the material averments 
of the garnishee’s petition. Interrogatories were filed and depositions 
were taken by both parties relating, however, to only four of the drafts, 
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the same being the drafts which the defendant deposited with the First 
State Bank of Libertyville, Illinois, which had forwarded them to the 
garnishee for presentation for payment. On the basis of the evidence 
so adduced, the court below found that the drafts in question were 
the property of the Libertyville bank and, accordingly, set aside the 
service on the garnishee and quashed the writ. It is that order from 
which the plaintiff brings this appeal. 
* * o 

From the evidence in the instant case (both documentary and 
testimonial), the learned hearing judge was warranted in concluding 
that the four drafts which the Libertyville bank forwarded to the 
garnishee for presentation for payment were the property of the bank 
and not of the defendant company, the drawer of the drafts. There was 
direct and positive testimony, which the court had a right to, and did, 
accredit, that the Libertyville bank gave the defendant company, as the 
drawer of the drafts, full and unqualified credit therefor immediately 
upon the defendant’s delivery of them to the bank. See Falk & Company 
v. South Texas Cotton Oil Company, 368 Pa. 199, 206, 82 A.2d 27. 

The issue of ownership of the drafts depends for its resolution upon 
the facts relative to the intention of the parties and must, in last analysis, 
be so determined. As stated in Michie on Banks and Banking, Vol. 5A, 
§ 32a, “the rule is generally recognized that the determination of the 
question is controlled, in the absence of an express agreement, by the 
intention of the parties as shown by the attending circumstances.” Here, 
the evidence produced by the garnishee (whose bounden duty it was 
to resist the attachment: McCloskey v. North Dale Woolen Mills, 296 
Pa. 265, 267, 145 A. 846), coupled with the presumption of ownership 
accorded the holder of the negotiable instruments, see Act of May 16, 
1901, P.L. 194, Section 59, 56 P.S. § 139, justified the conclusion of the 
court below that the Libertyville bank was the owner of the drafts and 
consequently entitled to their proceeds. As also stated by Michie, loc. 
cit. supra, “The rule supported by the very decided weight of authority 
is that a deposit of a check, draft or other commercial paper in the 
ordinary course of business, whereby the depositor receives a credit as 
cash against which he may draw, prima facie operates to transfer the title 
to the bank, in the absence of a usage or custom, or of an agreement 
that the effect of the transaction shall be otherwise, or proof of circum- 
stances from which such an agreement may be inferred.” In the Falk 
case, supra, we reversed and set aside the service of a writ of foreign 
attachment and quashed the writ because the plaintiff had failed to 
overcome the presumption that the forwarding bank was the holder 
of the drafts in due course and, therefore, the owner thereof. 

The plaintiff objects, however, that the testimony of the employee 
of the defendant company, concerning the intended payee of the drafts, 
and, likewise, the testimony of the president of the Libertyville bank, 
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respecting an accompanying deposit slip, was inadmissible, being in ap- 
parent denial of what the papers themselves purported to show, and that, 
consequently, the testimony was violative of the parol evidence rule. 


As to the drafts themselves, which showed the Libertyville bank and 
the defendant company as joint payees thereof, the defendant’s employee 
testified that, in filling in the draft forms, she had inadvertently used an 
“endorsement” rubber stamp instead of the payee stamp. The appellant 
contends that this testimony was incompetent for the reason that the 
drafts are negotiable instruments, “complete and regular on their faces” 
and “therefore, the sole evidence of the agreement and cannot be varied, 
altered or contradicted by parol unless it is proved by clear, precise and 
indubitable evidence that a portion of the writing was either omitted or 
stated as a result of either fraud, accident or mistake”, citing Pender v. 
Cook, 300 Pa. 468, 473, 150 A. 892. While such is indeed a correct state- 
ment of the law as between the parties to the instrument, the present 
appellant’s rights are those of an attaching creditor and arise dehors 
the instruments; he claims no rights through the drafts themselves and 
is, in fact, a stranger to them. Parol evidence was, therefore, admissible 
to show the actual circumstances whereby the name of the defendant 
company was mistakenly included as an apparent joint payee with the 
Libertyville bank: Roberts v. Cauffiel, 283 Pa. 64, 68-69, 128 A. 670. 


With respect to the remittance forms and the deposit slip concerning 
which oral testimony was also introduced, the notations thereon were 
not definitive contractual obligations or undertakings of the Libertyville 
bank but bits of evidence with bearing, of course, on the intent and 
effect of the particular papers but the extent of whose probative value was 
for the trier of the facts to determine in the light of all of the evidence 
in the case. To such circumstances, the parol evidence rule has no 


applicability: Hanauer v. National Surety Co., 279 Pa. 345, 348, 123 
A.863; see, also, Martin v. Wilson, 371 Pa. 529, 536, 92 A.2d 193; Kauf- 
hold v. Taylor, 360 Pa. 372, 376, 61 A.2d 818. The testimony did not, 
therefore, offend against the parol evidence rule which binds the parties 
to a written agreement or ones claiming through such parties: Roberts 
v. Cauffiel, supra, and Johnson v. Stewart, 243 Pa. 485, 500, 90 A. 349. 
The appellant tabulates what he terms “decisive differences between 
the Falk case and the present case.” Such differences, however, will 
be found upon examination to be apparent rather than real. Indeed, 
the points of similarity between the two cases greatly exceed in their 
materiality the points of difference. In each case, the payee of the drafts 
was the bank wherein the drawer deposited them, the seeming appear- 
ance of joint payees of the drafts in the instant case having been com- 
petently and satisfactorily explained by oral testimony. The deposit- 
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ing drawer of the drafts received, in each instance, immediate and un- 
conditional credit therefor against which he was entitled forthwith to 
draw. And, in neither case, did the payee bank endorse the drafts 
which it forwarded for payment. The factual differences between the 
Falk case and the instant case are minor and of no material significance. 
The one difference is that, in the instant case, the payee bank charged 
the drawer of the drafts with interest at five per cent on the amount of 
the corresponding deposit, credited to the depositor’s account, from 
the time of its entry until payment of the drafts was received by the 
depository. The other difference is that, at one time, the payee bank 
in the instant case had returned to the defendant at its request one of 
its drafts which had been deposited simultaneously with those here 
involved. 

The fact that the bank complied with the depositor’s request for 
the return of a particular draft did not establish a legal right thereto 
in the depositor but, rather, the bank’s willingness to comply with the 
allowable request of its customer. Nor does the fact that the depositor’s 
account was charged, pro tanto, for the returned draft make it any less 
the bank’s property while in its possession. Compare Standard Bank of 
Canada v. Allegheny Lumber Co., 77 Pa. Super. 222, 226. 

The matter of the interest charge is even less significant. In the 
Standard Bank of Canada case, supra, where the ownership of the 
proceeds of a draft which had been discounted by the Canadian bank 
and forwarded to a bank in Pittsburgh for collection was in controversy, 
Judge Head, speaking for the Superior Court, said, with reference to 
the attaching creditor’s contention that the discount was “presumably” 
a collection charge, “We know of no foundation upon which that pre- 
sumption can rest.” The fact that a bank receives compensation for 
the use of its moneys during the period between the deposit credit and 
the bank’s receipt of payment for the deposited draft confirms, rather 
than refutes, that the bank had parted with its funds for acquisition of 
the draft. As observed in the Standard Bank of Canada case, supra, 
“manifestly there would be some compensation due to the bank for 
providing the funds necessary for that purpose.” Whether the com- 
pensation is by way of initial discount or interest on the face amount 
of the deposit credit, the net effect is the same and the legal consequences 
are no different. , 

Order affirmed. 

BELL, J., dissents. 
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Immediate Credit With Right of 
Withdrawal Overcomes Provisions in 


Bank’s Deposit Slip 


Moore Motors, Inc. deposited four checks in its account 
with the plaintiff bank together with a regular deposit slip 
containiny the following printed provision: “In receiving items 
for deposit or collection, this bank acts only as depositor’s 
agent. All items are credited subject to final payment in cash 
or solvent credit.” The bank gave the motor company im- 
mediate and unrestricted credit for the amount of the four 
checks which were sent for collection. On the same day this 
deposit was made the bank paid checks out of the Moore ac- 
count for substantially the entire amount represented by the 
checks Moore had deposited. Five days later the bank learned 
from its correspondent that payment had been stopped on the 
four checks it had received for deposit. Subsequently the bank 
brought suit as holder in due course against the drawer of 
the checks. The drawer, of course, defended itself by claiming 
the bank was only the agent of Moore and was therefore 
subject to the valid defense the drawer had against Moore. 

The court had to decide in this situation whether the bank 
was the owner of the checks as its action in granting immediate 
credit and the right of withdrawal indicated, or whether it was 
only an agent for collecting the checks as set forth in the pro- 
vision on the deposit slip. In ruling that the bank as owner 
of the checks was entitled to recover from the drawer, the court 
reasoned that the bank and its depositor were free to contract 
between themselves as they saw fit and it was the intention 
of each of the parties to the agreement that was controlling. 
Despite the provision on the deposit slip, it was clearly the 
intention of the parties, as evidenced by the action of the bank 
in permitting immediate withdrawal from the account, that 
title to the checks was to pass to the bank. First National Bank 
of Auburn v. Lowrance Motor Company, United States Court 
of. Appeals, Fifth Circuit, 288 F.2d 625. The opinion of the 
court is as follows: 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) 8 329. 
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CAMERON, C.J.—*The appellee, First National Bank of Auburn, 
Alabama (hereinafter called Bank), claiming to be the holder for value, 
sued appellant, Lowrance Motor Company, Inc. of La Fayette, Georgia 
(hereinafter called Lowrance) on four checks totaling $7,025.00! drawn 
by Lowrance on a Chattanooga bank in favor of Trent Moore Motors of 
Opelika, Alabama (called Moore) and, by Moore, deposited in his 
checking account in the Bank. Lowrance stopped payment on these 
checks and set up in defense of this civil action that the Bank was not a 
holder in due course, but was acting only as agent for the depositor 
Moore, against whom Lowrance claimed to have a good defense. 


Both parties moved for summary judgments and the trial Court 
granted the Bank’s motion, Lowrance appealing. The controlling 
question presented is whether the Bank which received the deposit of 
the checks sued on became a holder in due course by paying checks 
drawn against the deposit, even though the checks of Lowrance were 
endorsed restrictivery and were received by the Bank on a deposit slip 
reciting that they were received merely for collection. The record reflects 
a very complicated set of facts resulting from the dealings between 
Lowrance and Moore before the deposit and between them, the Bank 
and American Finance Corporation of Alabama (called Finance Com- 
pany) after the deposit. But the main question here presented can be 
disposed of by application of settled principles of law to the crucial 
facts which are simple and uncontroverted. 


On February 10th* Moore endorsed the four checks given him by 
Lowrance thus: “Trent Moore Motors, Inc. by Trent Moore, For 
deposit to the credit of Trent Moore Motors”; and filled out a deposit 
slip containing these printed words: “In receiving items for deposit or 
collection, this bank acts only as depositor’s collecting agent. All items 
are credited subject to final payment in cash or solvent credit,” and 
delivered them to the Bank. The deposit was passed at once to the 
credit of Moore without restriction. At the time of this deposit, Moore 
had $47.29 in his account. 


On the same day the Bank received a letter from the Birmingham 
branch of the Federal Reserve Bank dated February 9th enclosing, 
along with other items, three checks of Trent Moore Motors and payable 
to and bearing the endorsement of Lowrance: check No. 481 dated 
January 30, 1954 in the amount of $1,800.00; check No. 497 dated 
February 6, 1954 in the amount of $1,865.00; and check No. 498 dated 


* Some footnotes in this decision are omitted. 

1 The judgment was for $6,088.47 and interest, the difference a represented by an 
amount recaptured by the Bank from Moore’s account. 

8 All dates relate to the year 1954. 

4 The words “Trent Moore Motors by Trent Moore” were written with pen by Trent 
Moore at the top of the endorsement and the remaining words were affixed by a rubber 
stamp appearing under the written words. 
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February 6, 1954 in the amount of $1,750.00.5 These three checks were 
paid by the Bank on February 10th out of the proceeds of the Lowrance 
checks above mentioned.® 

February 12th, Lowrance wired Moore that it had stopped payment 
on the four checks “until other matters cleared up”, but Moore did 
not advise the Bank of this until February 15th. The Bank also re- 
ceived a telegram on February 15th from its Atlanta correspondent 
stating that payment had been stopped. Before receiving this advice 
the Bank had paid out substantially the entire proceeds of the checks 
given by Lowrance and deposited by Moore, on which suit was brought. 

Under these undisputed facts we think the Bank was the holder for 
value in due course of the four checks and was entitled to recover from 
Lowrance. The parties differ sharply as to whether Moore’s endorse- 
ments on the four Lowrance checks were restrictive endorsements. We 
do not find it necessary to decide this point and will assume that the 
endorsements were restrictive. Nevertheless, it appearing without dis- 
pute that the Bank did pay value for the checks by giving immediate 
unrestricted credit and by permitting the credit to be withdrawn, the 
relationship between the parties was fixed by these undisputed facts 
rather than by what was written in the endorsement or on the deposit 
slip. 

The form of the endorsement and of the deposit contract are matters 
about which the Bank and the endorser are free to agree. What the 
contract between the Bank and the depositor is rests upon their inten- 
tion. There can be no doubt about the fact that Moore and the Bank 
intended that the full right of withdrawal should exist immediately 
upon deposit of the four checks. The law, as generally applied in such 
a situation, is thus stated in 9 C.J.S., Banks and Banking, § 221 b., pp. 
473-476: “The effect of crediting commercial paper to the depositor’s 
account at the time the deposit is made, and prior to collection, with 
respect to the title thereto depends on the intention of the parties, to be 
determined from the evidence. ... The immediate crediting of paper 
as cash, with a right to draw against the credit in advance of collection, 
will, as a general rule, transfer title to the paper to the bank of deposit 
in the absence of an agreement to the contrary, even where the paper 
has been indorsed restrictively. . . . 

“Regardless of formal statements on a deposit slip, such as that 
deposits are accepted for collection only, or that items are credited 
conditionally or are subject to final payment, if the facts and circum- 
5 These were three of a series of four checks dated from January 30th to February 6th, 
given by Moore to Lowrance as the purchase price of four automobiles. A short time 
after these four automobiles had been delivered from Lowrance’s place of business in La 
Fayette, Georgia to Moore’s in Opelika, Alabama, Lowrance went to Opelika, arriving 


February 9th, and on February 10th, bought the same four automobiles back paying 
Moore a profit of $200.00 in cash and delivering to Moore the four checks in suit. 


6 The actual entry was not made on the Bank’s books until Feibruary 11th, but bore 
date of February 10th. 
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stances surrounding the making of the deposit indicate that it was the 
intention of the parties that the depositor might draw against such 
deposit and he does so, the title to the items deposited thereupon 
passes to the bank. Moreover, an immediate credit with a right of 
withdrawal overcomes the effect of a statement in the deposit slip that 
the bank is an agent .. . ”.1° 

The Alabama rule is not in conflict with that above stated. Its 
Supreme Court declared, in Sherrill v. Merchants’ & Mechanics’ Trust 
& Savings Bank, 1915, 195 Ala. 175, 70 So. 723, 725: “A bank does not 
become a bona fide purchaser for value and without notice of a negotiable 
paper by simply discounting it for one not its debtor at the time and 
placing the amount to the credit of the holder by way of deposit. In 
such circumstances the act of discounting and of crediting only effects 
to establish the relation of debtor and creditor between the depositor 
and the bank; but, if the amount deposited to the checking account of 
the customer is exhausted before maturity or before notice of any 
defect, then the bank is a purchaser for value.” We have considered 
the authorities relied upon by appellant Lowrance and find that they are 
not in conflict with these Alabama decisions or the principles here 
announced. 

Another principle of law well established in the decisions, and 
recognized in Alabama, confirms the Bank’s right to recover here, keeping 
always in mind that its suit is against the drawer of the checks and not 
the endorser. The Alabama Negotiable Instruments Law, as contained 
in Title 39, § 50, Code of Alabama, 1940, provides: “Holder striking out 
indorsement, effect of—The owner may at any time strike out any 
indorsement which is not necessary to his title... .” In dealing with 
a situation such as is before us here arising under a similar South Carolina 
statute, the Court of Appeals for the Fourth Circuit said this: “It is 
argued, however, . . . that the authority of Link was in some manner 
limited because the checks cashed were indorsed ‘for deposit’; but we 
do not think that this indorsement affects the matters. It is provided by 
section 48 of the Negotiable Instrument Act, section 3699 of the S.C. 
Civil Code of 1922, that the holder may at any time strike out any 
indorsement which is not necessary to his title. If it could be stricken 
out, its restrictive character could be waived by the holder who was 
also the indorser . . .; and the acceptance of cash on the check when 
negotiating it constituted such waiver. 

Our holding that the Bank was a purchaser for value without notice 
of the checks sued on really disposes of the case, but we will discuss 


10 The text of 8 Am.Jur., Bills and Notes, § 442, pp. 191-3, is to like effect: “A bank... 
does give value and becomes a holder in due course, . . . of the instrument in the event 
the depositor withdraws the credit, as where he draws against it and the bank honors 
his checks . . . The rule applies where the bank takes the instrument conditionally, 
as for collection; it gives value and becomes a holder in due course . . . where the 
credit is withdrawn by the depositor. . . .” 
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briefly some of the propositions so earnestly relied upon by Lowrance in 
the argument of the affirmative defenses interposed. Appellant argues 
that, by two transactions of February 17th, the Bank admitted that it 
had handled the four Lowrance checks for collection only and that it 
was looking to Moore alone to make it whole. It then procured Moore 
to give it a demand note for $7,025.00, on the face of which was placed 
this inscription: “This note is given as additional security for my endorse- 
ment of check of Lowrance Motor Company, Inc. in the total amount 
of $7,025.00 payment on which has been stopped.” The Bank has 
made no demand for payment of this note. 

About the same time, the Bank obtained from Moore the three 
cancelled checks Moore had given Lowrance and which the Bank 
had paid on February 10th. A piece of paper was attached by the 
Bank to each of these checks bearing these words: “Cancelled and paid 
in error against uncollected funds, being checks aggregating $7,025.00 
drawn by Lowrance Motor Company, Inc. payable to and deposited by 
Trent Moore Motors, against which attached check was erroneously 
paid. Lowrance Motor Company, Inc. stopped payment on its said 
checks totaling $7,025.00. The First National Bank of Auburn, Auburn, 
Alabama, by Fred A. Duran, President.” These checks were then sent 
back through regular channels in the hope that they would be charged 
back to the account of Lowrance, which had endorsed them. This course 
was pursued at the suggestion of the Bank’s Atlanta correspondent, 
but nothing was accomplished. 

It is plain that these steps were taken by the Bank in an effort to 
make itself as secure as circumstances would permit and on as many 
fronts as possible. The Bank had been left “holding the bag,” having 
paid out its money and with nothing left but a lawsuit against Lowrance 
on four repudiated checks with all of the hazards attending such a 
venture. All of the parties participating in these complicated trans- 
actions had run to their lawyers and sought to strengthen their respective 
positions as soon as Lowrance stopped payment on the checks. It was 
natural and proper for the Bank to secure as much protection as it 
could. 

The statement on the checks, giving its full weight as an admission 
against interest, does not have the effect of changing or weakening the 
fact, which is beyond dispute, that the Bank had taken the money it 
assumed it possessed from the four checks of Lowrance and had paid 
it, in large part, to Lowrance upon three of Moore’s checks which would 
otherwise have been worthless. Nor is there anything in the contention 
of Lowrance that the acceptance of the note from Moore constituted a 
release of the Bank’s claim. The words written on the note and the 
facts attending the entire course of handling of the transaction con- 
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stitute a complete refutation of such a contention. 

Lowrance further claims that a transaction initiated by it on the 
same date, February 17th, in a like effort to mend its own fences, 
amounts to payment of the Bank’s claim, or, in the alternative, to res 
judicata of the Bank’s rights.1* On that date, wholly without the 
Bank’s knowledge or participation, Lowrance issued its check for 
$5,150.00 payable to Trent Moore Motors, American Finance Company 
of Alabama, and the appellee Bank, reciting above the space for endorse- 
ment that the check was accepted in full settlement of the four checks 
involved in the case before us. The Finance Company and Moore 
endorsed the check and procured it to be certified by the Chattanooga 
Bank,'? whereupon it was presented to the appellee Bank for endorse- 
ment, this being its first knowledge of the transaction. 

The Bank refused to endorse, and the Finance Company brought suit 
against it in a State Court of Alabama. That Court entered judgment 
against the Bank, finding that it had no claim or title to the check, and 
requiring the Bank to endorse it. Appeal with supersedeas was taken 
by the Bank to the Supreme Court of Alabama which is pending and 
undisposed of. There is no element of res judicata in the State Court 
proceeding, both because no final judgment has been entered, and 
because there is not identity of parties and subject matter. When the 
Bank’s judgment against Lowrance has become final and has been col- 
lected, doubtless it will, by appropriate action, relinqush whatever claim 
it may have asserted to the proceeds of the certified check. It is difficult 
to perceive that, prior to such collection, the Bank should be expected or 
required to release an obligation which is the subject of this action and 


which is not involved in those proceedings. 

All of the issues requisite to proper entry of the judgment by the 
Court below having been disposed of, it is not necessary to discuss the 
contentions of the parties with respect to Count Five of the Complaint. 
The facts as to the material and determinant issues being without 
dispute, the Court below correctly entered summary judgment in favor 
of the Bank and against appellant. 

Affirmed. 


15 What the Supreme Court of Alabama said in Bank of East Chattanooga v. Clayton, 1921, 
206 Ala. 518, 90 So. 899, is apposite: “The fact that the bank notified defendant a few 
days before the maturity of the note that it held it for collection is of no significance, and 
can have no effect upon the rights of the parties, since the undisputed evidence showed 
that the bank was the legal, as well as the beneficial, owner of the note.” And see same 
case, 204 Ala. 64, 85 So. 271. 

16Lowrance’s pleadings did not mention the defense of res judicata, but certain State 
Court proceedings were put in evidence by stipulation and the question is adverted to 
in the briefs. 

17 The right of the Bank to certify the check without the endorsement of the third payee 
is much argued in the briefs, but we do not decide it. 
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Blanket Bond Protects Bank in 
Forgery Case 


The word “forgery” is usually defined as the fraudulent 
application of a false signature to a true instrument. Recent- 
ly, when the definition of this word was construed somewhat 
differently by a bank, an insurance company refused to recog- 
nize the validity of the bank’s point of view. The company’s 
blanket bond indicated that one of the hazards covered was 
“any loss through the insured’s having acquired in good faith 
. .. written instruments which prove to have been counterfeited 
or forged as to the signature of any . . . assignor. . . .”. Despite 
this provision, the insurance company refused to indemnify 
the bank for a loss incurred when the bank received by assign- 
ment non-existent accounts receivable. The president of the 
assignor company had made out invoices covering sales which 
his company had not made. He took these to the bank and 
signed the statement assigning the false accounts receivable 
to the bank. His signature was entirely proper and valid; it 
was the fact that the documents were false that caused the 
bank to claim there had been a forgery which was insured 
against under the blanket indemnity bond. 

The court ruled in favor of the bank, reasoning that forgery 
can be one of many forms of “fraudulent making of a false 
writing which if genuine would be apparently of legal efficacy.” 
In this particular case, even though the signature itself was not 
false, all the elements of forgery were present, that is, false 
making, fraudulent intent and an instrument capable of effect- 
ing a fraud. Security National Bank of Durand v. Fidelity 
& Casualty Company of New York. United States District 
Court, W.D. Wisconsin, 145 F.Supp. 667. The opinion of 
the court is as follows: 


STONE, D.J.—In this action plaintiff seeks to recover the sum of 
$10,000 from defendant, pursuant to the provisions of a “Bankers 
Blanket Bond”, executed by defendant and delivered to plaintiff, where- 
by the defendant undertook and agreed to indemnify and hold harmless 
the plaintiff from and against any losses sustained by plaintiff by reason 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 549. 
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of the hazards therein innumerated, one of which was described in said 
policy as follows: 


“(E) Any loss through the Insured’s having, in good faith and 
in the course of business, whether for its own account or for the 
account of others, in any representative, fiduciary, agency or any 
other capacity, either gratiutously or otherwise, purchased or 
otherwise acquired, accepted or received, or sold or delivered, or 
given any value, extended any credit or assumed any liability, on 
the faith of, or otherwise acted upon any securities, documents 
or other written instruments which prove to have been counter- 
feited or forged as to the signature of any maker, drawer, issuer, 
endorser, assignor, lessee, transfer agent or registrar, acceptor, 
surety or guarantor or as to the signature of any person signing in 
any other capacity, or raised or otherwise altered or lost or 
stolen, or through the Insured’s having in good faith and in the 
course of business, guaranteed in writing or witnessed any signa- 
tures, whether for valuable consideration or not and whether or 
not such guaranteeing or witnessing is ultra vires, the Insured, 
upon any transfers, assignments, bills of sale, powers of attorney, 
guarantees, endorsements or other documents upon or in connec- 
tion with any securities, obligations or other written instruments 
and which pass or purport to pass title to such securities, obliga- 
tions or other written instruments; Excluding, However, any loss 
through Forgery or Alteration of, on or in any checks, drafts, 
acceptances, withdrawal orders or receipts for the withdrawal of 
funds or property, certificates of deposit, letters of credit, war- 
rants, money orders or orders upon public treasuries; and exclud- 
ing further, any loss specified in subdivisions (1) and (2) of 
Insuring Clause (D) as printed in this bond, whether or not any 
amount of insurance is applicable under this bond to Insuring 
Clause (D). 


“Mechanically reproduced facisimile signatures are treated 
the same as handwritten signatures.” 


The complaint alleges that for a long time prior to the date of the 
alleged forgery the plaintiff had loaned money to “Chain-O-Lakes, Inc.”, 
a corporation, and taking as security therefor accounts receivable of 
“Chain-O-Lakes, Inc.” which were assigned to plaintiff, and evidenced 
by an invoice with a written assignment on its face, signed by the 
corporation. That each of said invoices represented shipments of mer- 
chandise by “Chain-O-Lakes, Inc.” to its customers, who were indebted 
to “Chain-O-Lakes, Inc.” therefor. That on or about November 10, 
1954, while said bond and policy of insurance was in full force and effect, 
the “Chain-O-Lakes, Inc.” by Irving Koren, its president, assigned and 
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delivered the invoices and assignments involved herein to plaintiff ag- 
gregating $21,476.29, upon which and in consideration thereof the plain- 
tiff, in good faith and in the course of business, and believing the in- 
voices to be valid and genuine, advanced and loaned to “Chain-O-Lakes, 
Inc.” the sum of $17,341.52. That said invoices so assigned to plaintiff 
were fictitious, spurious counterfeit, and forged, in that they pretended 
to represent and evidence merchandise sold, shipped and delivered to 
the purchasers thereof, and that such purchasers were indebted to said 
“Chain-O-Lakes, Inc.” upon such accounts for the amounts thereof; 
when in truth and in fact no merchandise was sold, delivered or shipped 
to the persons or corporations mentioned and described on said invoices, 
as purchasers thereof, and such invoices did not in fact represent or 
evidence merchandise described thereon, sold, delivered or shipped to 
any purchasers, and did not represent or evidence any indebtedness to 
“Chain-O-Lakes, Inc.” whatsoever. 

That by reason thereof the plaintiff suffered a financial loss of 
$17,341.52. That plaintiff has performed the conditions of its contract 
with defendant that it was required to perform and has duly furnished 
defendant with a proof of its loss. 

The defendant has denied liability, contending that the invoices in- 
volved herein were neither fictitious, spurious, counterfeit or forged as to 
the signature of any person thereon. 

The parties have agreed on a stipulation of facts, as follows: 


“Agreed Statement of Facts” 

“The plaintiff is a national banking corporation, with its 
banking house in the City of Durand, Pepin County, Wisconsin. 

“The defendant is a New York insurance corporation. 

“That on or about the 17th day of November, 1951, the defen- 
dant issued to the plaintiff its bankers blanket bond, the original 
of which is attached hereto, and made a part hereof. Clause (E) 
of the bond is relied upon by plaintiff as the basis of this action. 

“That thereafter the bank had engaged in the business of 
loaning money to Chain-O-Lakes, Inc., a corporation, with its 
principal place of business at Waupaca, Wisconsin. Chain-O- 
Lakes, Inc. was engaged in the business of buying and selling 
cheese, eggs and other merchandise. Its president and managing 
agent was Irving G. Koren of Waupaca, Wisconsin. There were 
a number of cheese factories in Wisconsin which sold their entire 
output to Chain-O-Lakes, Inc. Chain-O-Lakes, Inc. then in turn 
sold the cheese to National Tea Company, Armour & Company, 

. Swift and Company, and a number of other nationally known 

dealers. The sale of the sheese and eggs to a purchaser was 
evidenced by the usual invoice describing the goods shipped and 
sent to the customer. In order to finance the business a duplicate 
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| of the invoice was taken to the Security National Bank of Durand 
and assignment to the bank was stamped thereon and signed by 
Irving Koren for the Chain-O-Lakes, Inc. The bank then ad- 
vanced 80% of the face of the invoice to the Chain-O-Lakes, Inc. 
When the purchaser of the merchandise paid the amount of the 
invoice the proceeds were paid to the Security National Bank. 
This gave the Chain-O-Lakes, Inc. operating funds with which to 
continue buying merchandise and selling merchandise to its cus- 
tomers. This is an accepted practice among bankers, and has 
the approval of the National Bank Examiners, and is encouraged 
by Section 241.28 of the Wisconsin Statutes. 
On or amout November 10, 1954, Irving Koren of the Chain- 
O-Lakes, Inc. presented to the Security National Bank a number 
of invoices with the assignments endorsed thereon to the Secur- 
ity National Bank. The Security National Bank in good faith and 
in the course of business thereupon released the funds to the 
Chain-O-Lakes, Inc. as had been the practice on previous oc- 
casions. Shortly thereafter Chain-O-Lakes, Inc. became finan- 
cially involved and ceased doing business. Some of the purchasers 
of the merchandise upon being notified by the bank to pay their 
indebtedness to the bank, denied having received or ordered any 
such merchandise. Upon investigation it was found that these in- 
voices which had been assigned to the Security National Bank in 
fact did not represent merchandise sold, as no shipments of cheese 
or eggs had been made and no original invoices had been sent to 
the alleged consignees. The invoices purported to represent ship- 
ments of merchandise and obligations of the purchasers, but in fact 
did not represent any shipments or indebtedness. The only 
signature on the assignments is that of Irving Koren and the only 
documents signed by him are the assignments on the invoices 
attached hereto. It is his genuine signature and the only one 
involved in the transaction. Irving Koren admits that he made 
out these invoices without having any orders and without making 
any shipments. He committed these acts and made these repre- 
sentations for the purpose of defrauding the bank out of the money 
loaned in reliance on such conduct. These invoices aggregate 
$21,476.29. The amount loaned by the plaintiff thereon was the 
sum of $17,341.52. The limit of the defendant’s liability on the 
blanket bond under clause (E) is $10,000.00 . The invoices and 
assignments are attached hereto and made a part hereof. 
“Stafford, Pfiffner & Stafford, Attorneys for Plaintiff 
“Ramsdell, King & Carroll, Attorneys for Defendant.” 


While there is some conflict of authority as to what constitutes 
forgery under the provisions of a bond similar to the one involved herein, 
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the term is clearly defined by the Court of Appeals for the Seventh 
Circuit in Quick Service Box Co. v. St. Paul Mercury Indemnity Co., 
7 Cir., 95 F.2d 15, 16, and this Court will be guided by that opinion. 
In that case the Court held that a blanket forgery bond, having been 
prepared by the indemnity company, should be construed in favor of 
the insured, and in defining forgery, the Court said: 


“We understand forgery to include the making or altering, 
with intent to defraud, of any writing or printing so as to cause 
the alteration or execution purport to be the valid act of a person, 
which it is not. Within its terms are the fraudulent making of 
words purporting to be what they are not to the prejudice of 
others’ rights—the publication of a false document to the preju- 
dice of others; the false making or material alteration, with intent 
to defraud, of any writing which, if genuine, would be of legal 
efficacy or the foundation of legal liability. 12 R.C.L. 139; Wharton 
on Criminal Law, 12th Ed., 1163; Davis v. State of Georgia, 25 
Ga.App. 532, 103 S.E. 819; State v. Hearn, 115 Ohio St. 340, 154 
N.E. 244. In Williams v. State, 213 Ala. 1, 104 So. 40, the court 
held that to constitute forgery there must be a false making; that 
this might be accomplished by the fraudulent application of a false 
signature to a true instrument or a real signature to a false instru- 
ment; and that the essence of forgery is an intent to injure or 
defraud at the time the action complained of is done. And this 
court in Re Count de Toulouse Lautrec, 7 Cir., 102 F. 878, adopted 
the definition of forgery enunciated by Bishop as the fraudulent 
making of a false writing which if genuine would be apparently 
of legal efficacy. 

“Then, too, though one may under certain conditions have 
authority to sign certain names, yet, if he sign such to a false 
document or to an unauthorized one, it is forgery. Such was the 
conclusion of the court in Ex parte Hibbs, D.C. 26 F. 421. The 
court commented that it must be borne in mind that forgery is 
not necessarily confined to the false writing of another’s name. 
It may be committed in other ways. The essence of forgery does 
not so much consist in counterfeiting as in endeavoring to give 
appearance of truth to a mere deceit and falsity; and either to 
impose that upon the world as the solemn act of another which 
it is not or to make a man’s own act appear to have been done 
at a time when it was not performed and by force of such falsity 
to give it an operation which in truth and justice it ought not 

. to have. In other words, if the deceit consists in making it appear 
that a man’s own act was done under circumstances which would 
make it valid and genuine, when in fact it was false and un- 
authorized, the result is the same. People v. Dickie, 62 Hun 400, 
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17 N.Y.S. 51; State v. Kroeger, 47 Mo. 552, 561; State v. Sotak, 
100 W.Va. 652, 131 S.E. 706, 708, 46 A.L.R. 1523; Commonwealth 
v. Wilson, 89 Ky. 157, 12 S.W. 264, 25 Am.St.Rep. 528. In State 
v. Sotak, supra, the court commented that ‘there is an abundance 
of authority that an agent may commit forgery by making or 
signing an instrument in disobedience of his instructions or in the 
improper exercise of his authority.’” Quick Service Box Co., Inc., 
v. St. Paul Mercury Indemnity Co. of St. Paul, 7 Cir., 95 F.2d 15, 
16, 17. 


In that case the Court held that to constitute forgery there must be 
a false making, which may be accomplished by the fraudulent applica- 
tion of a false signature to a true instrument, or a real signature to a 
false instrument; that the essence of forgery is an intent to injure or 
defraud at the time the action complained of is done. That forgery is 
the fraudulent making of a false writing which if genuine would be 
apparently of legal efficacy. 

Plaintiff had for a long time prior to the transactions involved herein, 
loaned money to “Chain-O-Lakes, Inc.” on assigned receivables, all of 
which were executed in a manner similar to the ones referred to herein, 
and all of which were signed by Irving G. Koren, president. The plaintiff 
acting in good faith had no reason to believe the said invoices and assign- 
ments were fraudulent or unauthorized. The signature of Irving G. 
Koren was genuine. The invoices were fraudulently prepared by him as 
the purported invoices and signature of the company, and contain all 
the elements of forgery; (1) false making; (2) fraudulent intent; 

(3) instrument capable of effecting a fraud. 

A writing over a genuine signature with intent to defraud constitutes 
forgery. The falsity in the invoices consisted of the absence of any 
shipment of merchandise. Plaintiff made the loans in the regular course 
of business as described herein. The invoices and assignments so pre- 
sented were in fact unauthorized, false and fraudulent, and were pub- 
lished and delivered to the Bank in bad faith, for the purpose of defraud- 
ing plaintiff of the sum of $17,341.52. They were forged within the 
meaning of the provisions of the Blanket Indemnifying Bond, and the 
plaintiff is entitled to judgment against the defendant for the limits of 
the policy in the sum of $10,000, with costs. 

Let judgment be entered accordingly. 











Federal Income Taxation of Banks 
—The Real Estate Department 


ALLAN J. PARKER 
of the New York Bar 


Loans secured by real estate, such as construction loans, 
loans on residential properties, including F.H.A. and V.A. 
insured loans, farm mortgages and loans on apartment houses 
have long furnished and will in all probability continue to 
furnish a substantial portion of the average bank’s income. 
For mutual savings institutions, and building and loan associa- 
tions, home mortgage loans constitute substantially their entire 
lending business. 

Federal income tax problems arise in connection with the 
acquisition, administration and collection of such mortgage 
loans. ‘Tax problems also arise in connection with the occupa- 
tion of real estate by the bank as owner, landlord or tenant. 
Acquisition and Administration of Mortgage Loans 

In the case of the ordinary home mortgage loan, the closing 
costs, including the bank’s attorneys fees, the cost of title in- 
surance for the mortgagee, the mortgage recording tax, if 
any, and similar disbursements are ordinarily paid on behalf 
of the bank by the borrower. 

Frequently, the borrower pays these charges direct. Thus, 
the bank’s attorneys fee is not a deductible item to it as it was 
not paid by the bank.’ 

The closing fees are part of the borrower’s cost of obtaining 
the loan. In the case of a residential dwelling mortgage, of 
course, the borrower is not entitled to any tax deduction as such 
expenses are considered personal expenses under the Code.” 
However, where the loan arises out of the borrower’s business 
or out of a transaction entered into for profit, the cost of ob- 
taining the loan, whether or not secured by a mortgage, is not 
deductible when paid but must be amortized ratably over the 
1In the alternative, the bank might be regarded as having income and an immediate 

expense. 


offsetting deduction as an ordinary and necessary business 
2LR.C. Section 262. 
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period of the loan.’ Where the borrower repays the loan before 
maturity or sells the mortgaged property obtaining a release 
of his liability, the unamortized balance of the expenses of ob- 
taining the loan are deductible at that time.‘ 

If the lending institution does have expenses in connection 
with the closing or acquisition of the mortgage loan, the acquisi- 
tion expenses are capitalized and amortized over the period of 
the loan. Admittedly in today’s economy, premiums paid by 
banks on the acquisition of mortgage loans are rare. How- 
ever, a bank may deduct for each taxable year the same pro- 
portion of its total premium or expenses as the payment of 
principal on such loans during the year bears to its face amount 
when purchased or acquired. Should such a loan be paid prior 
to maturity, the total premium or expense unamortized is de- 
ductible for the taxable year in which the loan is paid.° Where 
a mutual savings bank, pursuant to certain compromise agree- 
ments, cancelled a portion of its mortgages receivable in years 
in which it was not subject to Federal income tax, such can- 
cellations reduced the basis of such mortgages for all purposes 
including amortization deductions by the total of the amounts 
cancelled even though due to the bank’s then tax-exempt status 
no tax benefit was realized.° 

Mortgage acquisition costs may also be amortized on a 
composite basis by employing a composite rate based on the 
bank’s experience over a representative period of years.’ 


Commitment Fees and Prepayment Penalties 


In connection with certain construction loans on real estate 
in particular, a bank may impose a commitment fee or standby 
charge of a fraction of 1% of the principal amount of the 
loan. For tax purposes such amounts are, of course, ordinary 
income to the lender, and deductible by the borrower not as 
interest charges but as business or non-business expenses.* 


— Stowe Lovejoy, 18 B.T.A. 1179 (19384). 
Hilton Hotel Co., 9 T.C. 180 (1948); See also Clinton Park Developments Co., 
ot. T.C.M. 768 “1968. aff'd 209 F.2d 951 (5th Cir. 1954). 
5 Revenue Ruling 258 1953-2 C.B. 148. 
6 Revenue Ruling 55-704 1955-2 C.B. 274. 
7 Revenue Ruling 216 1953-2 C.B. 38. 
8 Revenue Ruling 56-136 1956-1 C.B. 92. 
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Similarly, a prepayment penalty imposed by a bank to 
cover its cost of setting up the loan and so forth for payment 
of a loan before maturity is ordinary income to the lender and 
deductible by the borrower, if arising out of his business, as 
a business expense.” 


Operating and Servicing Costs of Mortgages 


Once a real estate bond and mortgage is acquired by the 
bank, the normal servicing charges of collecting monthly in- 
stallments of principal and interest, are deductible by the bank 
as ordinary and necessary business expenses. 

Many residential mortgages as well as some business mort- 
gages provide that in order to protect the security of the bank 
the borrower pays local real property taxes, which otherwise 
might become a lien against the property superior to the mort- 
gage, directly to the bank as part of his monthly payments. 
The bank remits the taxes to the appropriate governmental 
agencies. From a Federal income tax standpoint, of course, 
such taxes are not imposed upon the bank and are deductible 
only by the borrower when remitted by the bank.” 

At times, however, the bank is required to pay real es- 
tate taxes in order to protect its mortgage. Again, the bank 
may not deduct these taxes, but they are added to the prin- 
cipal amount of the mortgage loan, deductible, if at all, only 
when charged off as a bad debt.” 

Sometimes, when a loan seems clearly shaky, as a pre- 
liminary to foreclosure, a bank may request the appointment 
of a receiver for the rents of business property on which it 
holds a mortgage. In the alternative the bank may take pos- 
session of the property under the mortgage prior to fore- 
closure. In all events, the bank is not taxable on rents re- 
ceived which under the applicable state law are deemed to 
reduce the mortgage debt, or which are paid out by the bank 
as real estate taxes and expenses.” 
® Revenue Ruling 55-12 1955-1 CB. 259. 

10 T.R.C. Section 164(a). 
11 Hadley Falls Trust Co. v. United States, 110 F.2d 887 (Ist Cir. 1940). 
12 Hadley Falls Trust Co. v. United States, 22 F.Supp. 346 (D. Mass., 1988), mod. 110 


F.2d 887 (lst Cir. 1940) (neither may the mortgagee deduct expenses in connection with 
=: Penn Athletic Culb Building v. Commissioner, 176 F.2d 989 (Srd Cir. 
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Foreclosure of Mortgage 

Owing to conditions of general economic prosperity dur- 
ing the last several years and a constantly rising real estate 
market, there have been relatively few foreclosures recently.” 
While no return to the chaotic conditions of the 1930’s is fore- 
seen,** nevertheless foreclosures do occur and their tax aspects 
are important to banks. 

Where the mortgagor fails to make payments due on the 
mortgage, the bank, as mortgagee, may take one or more of 
the following steps to protest its claim: 

1. It may foreclose upon the property and (a) per- 
mit a third party to bid the property in at the foreclosure 
sale; or (b) bid the property in itself. 

2. Compromise with the mortgagor by (a) accepting 
cash in a reduced amount in satisfaction of the mortgagor’s lia- 
bility; (b) accepting a deed to the property in lieu of fore- 
closure. 

3. Sell the note or bond and mortgage. This last course is 
unusual, because the market for shaky real estate mortgages is 
itself very shaky. 

The tax consequences of the first two courses of action will 
be discussed separately. 

In an action to foreclose a mortgage upon real property, 
assuming the existence of a valid debt and mortgage, on final 
judgment for the plaintiff, the court directs the sale of the 
mortgaged property or such part thereof as is sufficient to 
discharge the mortgage debt, the expenses of the sale and the 
costs of the action.” 

The sale is ordinarily held at public auction and sometimes 
third parties bid the property in at a price in excess of the 
mortgage debt. In this event, of course, the bank is entitled 
to be reimbursed for the amount of the debt plus interest and 
expenses out of the proceeds of sale, the balance being returned 
to the debtor.”* 


13 See Schlesinger, Mortgage Foreclosures by Savings Institutions, 33 Taxes 221, 232 (1955) . 
14 As distinguished from the practice of many banks during the 1920’s and early 1930's, 
residential mortgage loans, and many business mortgage loans as well, are now self 
amortizing. Even if the value of the property should decline, (contrary to the general 
recent trend of property values) the amount of the mortgage loan outstanding is de- 
clining every month as well. 

15 For example, see N.Y. C.P.A. Section 1082. 

16 N.Y. C.P.A. Section 1082 (2). 
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In many states there is a period redemption following the 
foreclosure sale during which the mortgagor, or in some cases 
his widow or children, may redeem the property on payment 
of the principal amount of the debt plus interest and expenses 
of the sale. Thus not until this period has expired may it be 
said that the mortgagee or the third party has acquired indefeas- 
ible title to the property.” 


In more instances, however, at least during the depression 
period when mortgages were foreclosed on a large scale, no 
third party bids for the property; the mortgagee is the sole 
bidder at the foreclosure sale and may bid the property in at 
a figure that is in large measure within its control.” 


Where the proceeds of a foreclosure sale are not sufficient to 
satisfy the mortgage debt, the mortgagee (bank) may sue 
the debtor for a deficiency judgment. Again the procedure 
varies from state to state. In some states this deficiency judg- 
ment may be obtained only in a second and separate action. In 
all events, in most states there is provision made for the pro- 
tection of the mortgagor that no deficiency judgment may be 
obtained until the court has determined the fair and reasonable 
market value (not necessarily the foreclosure sale price) of 
the mortgaged premises as of the date of the auction sale and 
shall have credited this reasonable value against the debt.* 


Foreclosure, however, is often undertaken by a bank only 
as a last resort after it seems apparent that the debt is not 
otherwise going to be paid. Thus it is assumed, probably cor- 
rectly, by most of the rulings and by the commentators on this 
subject, that ordinarily where a mortgage is foreclosed the 
mortgagor is insolvent and pursuing a deficiency judgment 
against him would be a useless gesture.” 


Accordingly, for the uncollected balance of the loan in 
excess of the amount credited to the debtor on the foreclosure 
sale, the bank would be entitled to a bad debt deduction. 


17 Cf. Derby Realty Corp., 35 B.T.A. $35 (1987). 

18 See Brown. Outline of Mortgagee’s Tax Liability, 25 Taxes 1085, 1091 (1947). 

19 E.g., N.Y. C.P.A. Section 1083-a. 

20 A useless deficiency judgment need not be sought as a prerequisite to a bad debt de- 

duction. See G.C.M. 19, 573 1988-1 C.B. 214. The burden of proof of the worthlessness 

<i ys — is on the creditor. Hollywood Building & Loan Association, 42 
-T.A, 222 (1941). 
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Under the Regulations this bad debt deduction is computed 
as follows:” 


“§ 1.166-3 (Proposed Treasury Decision, published 7-3-56) . 
Uncollectible deficiency upon sale of mortgaged or pledged prop- 
erty—(a) If mortgaged or pledged property is lawfully sold 
(whether to the creditor or another purchaser) for less than the 
amount of the debt, and the portion of the indebtedness remain- 
ing unsatisfied after such sale is wholly or partially uncollectible, 
the mortgagee or pledgee may deduct such amount (to the 
extent that it constitutes capital or represents an item the in- 
come from which has been returned by him) as a bad debt for the 
taxable year in which it has become wholly worthless or is charged 
off as partially worthless. In addition, if the creditor buys in the 
mortgaged or pledged property, loss or gain is realized measured 
by the difference between the amount of those obligations of the 
debtor which are applied to the purchase or bid price of the 
property (to the extent that such obligations constitute capital 
or represent an item the income from which has been returned 
by him) and the fair market value of the property. The fair 
market value of the property shall be presumed to be the amount 
for which it is bid in by the taxpayer in the absence of clear and 
convincing proof to the contrary. If the creditor subsequently 
sells the property so acquired, the basis for determining gain or 
loss is the fair market value of the property at the date of 
acquisition. 

(b) Accrued interest may be included as part of the deduc- 
tion only if it has previously been returned as income.” Regs. 
Section 1.165. 


Where the property is bid in at the foreclosure sale by a 
third person, the mortgagee-bank, having no further interest 
in the security, simply credits the debtor with the proceeds 
of the sale and if the balance of the debt is uncollectible, the 
mortgagee may, under the above Regulation, deduct this un- 
collectible balance as a bad debt. This closes the mortgage 
transaction for tax purposes insofar as the mortgagee is con- 
cerned.” 

However, particularly in times of depression where there 
are waves of foreclosures, it frequently happens that there are 
21 Regs. Sec. 1.166-3. These Regulations are substantially unchanged from those promul- 


ted under the 1939 Code. 
i See Morehead, How to Handle Foreclosures Etc., 6th N.Y.U. Inst. $99, 404 (1948). 
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no outside bidders at the foreclosure sale and the bank is often 
forced to bid the property in at foreclosure to protect its loan. 
As sole bidder the mortgagee-bank has a large area of discretion 
as to what the bid in price of the property is to be. Where the 
mortgagee itself buys in the property of the foreclosure sale, 
for less than the mortgage debt, and the balance of the debt is 
uncollectible by reason of the insolvency of the mortgagor, the 
mortgagee-bank may likewise deduct this uncollectible bal- 
ance as a bad debt, assuming that it is on a direct charge-off 
method of bad debt deductions. 


The cost and expenses of foreclosure incurred by the bank, 
such as attorney’s fees, auctioneer’s fees, filing fees, and so 
forth, ordinarily constitute additions to the mortgage debt. 
As such, they are deductible as part of its bad debt deduction.” 


Generally, the occurrence of foreclosure may constitute the 
identifiable event constituting a closed transaction for the pur- 
poses of the bank’s bad debt deduction.* 


Effect of V.A. Guarantee 


Needless to say, where a bank, particularly a savings bank 
or a savings and loan association, holds a home mortgage loan 
guaranteed in part by the Veterans Administration or the Fed- 
eral Housing Administration, it does not have a bad debt to the 
extent that it is entitled to reimbursement from the United 
States. The Veterans Administration, however, does not re- 
gard the bid in price on the property as conclusive, but makes 
its own determination as to the value of the property in com- 
puting the amount which it is required to pay under the guaran- 
tee. If the Administration finds the fair market value or sub- 
sequent sales price of the foreclosed property to be higher than 
the guarantee, there would be no economic loss reimbursable 


23 Hadley Falls Trust Co. v. United States, 110 F.2d 887 (1st Cir. 1940); Spreckels v. 
Commissioner, 120 F.2d 517 (9th Cir. 1941). Another possibility, reaching approximately 
the same practical result, would be to regard the expenses as a decrease of the amount 
realized on the sale of the property. Bowles Lunch, Inc. v. United States, 33 F Supp. 235 
(Ct, Cl. 1940). See generally, Mertens, Law of Federal Income Taxation, Section 30.88; 
Schorr, Mortgage Collection and Mortgage Disposition, 5th N.Y.U. Inst. 531, 535 (1947). 
24 Hadley Falls Trust Co. v. United States, supra. The acquisition of the mortgaged 
property by the mortgagee through foreclosure sale must be absolute and indefeasible be- 
fore the deduction is allowable on this ground. G.C.M. 19, 573, 1938-1 C.B. 214; Mertens, 
Law of Federal Income Tazation, Section 30.87. 
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to the bank. Nevertheless, the bad debt would exist for tax 
purposes.” 


Bad Debt Reserve Method 


It is understood that a number of banks which were re- 
organized during the depression of the 1930’s have not adopted 
a reserve method of charging off bad debts, but that the ma- 
jority of older banks have adopted such a method. For these 
banks, of course, the specific worthlessness of a bad debt does 
not of itself result in an income tax deduction, but is charged 
against the reserve. Thus the direct tax benefits of the mort- 
gage loan loss may not be felt in the year of the foreclosure, 
depending upon the amount of loans outstanding, the amount 
of other bad debts charged off, the amount of recoveries of bad 
debts previously charged off to the reserve, all of which deter- 
mine the bank’s allowable deduction for additions to the re- 
serve.”° 


Bank’s Possible Gain on Foreclosure 


Where the bank itself protects its loan by buying in the 
mortgaged property at the foreclosure sale, in addition to the 
charge off of a bad debt, there are other tax results on the fore- 
closure sale. As noted in the Regulations above, the bank is 
considered to have exchanged the mortgage note or bond which 
it holds for the real property acquired on the foreclosure sale.” 
This results, as in the case of any other taxable exchange, in 
the realization of gain or loss measured by the difference be- 
tween the fair market value of the property so acquired and the 
basis of the bond or note in the bank’s hands, which generally 
will be the unpaid face amount owing, unless the bank has _ 
acquired the note at a discount or premium. 


The mortgagee’s gain or loss on the exchange will be a capi- 
tal gain or loss if the mortgage is a capital asset; otherwise it 
will be an ordinary loss. Generally, a mortgage bond or note 
held by a bank falls within the definition of a capital asset, as a 


25 Schlesinger, Mortgage Foreclosures by Savings Institutions, 38 Taxes 221, 224 (1955). 


26 See generally an excellent discussion in Vernon and Bolton, Bad Debt Reserve Methods 
for Banks, 73 Banking Law Journal 609 (1956). 


27 Regs. Section 1.166-3(a) supra. 
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bank does not ordinarily hold mortgages for sale in the regular 
course of business.” 

The following example of the computation of a bank’s gain 
on foreclosure is taken from a ruling of the Commissioner :” 


“ *Example $ 
EES eT TE $10,000 
Purchase or bid price of creditor ............ccscssssssssescseseesseeeeeeees 5,000 
Amount of bad debt deduction .............c.ccsssessssssscssssssseseesrsees 5,000 
Fair market value of property ...........s.scsccssssssssssessssssssseessessees 8,000 
Obligations of debtor applied to bid price .............ssssseseeee 5,000 
SIE TED schieitandnitensnaremenneneahionmmsthinennememmenence $8,000’ ” 


Possible Opportunities For Tax Saving 


It may be seen that where a bank employs a direct charge- 
off method of deducting bad debts, it may obtain an ordinary 
loss deduction, where it bids the property in at a low price, 
measured by the difference between the bid price and the 
amount of the debt. If the bid price is less than the fair market 
value of the property, there will be realized by the bank a long- 
term capital gain, assuming the mortgage loan to have been out- 
standing more than six months, but usually this gain is taxable 
at a rate of only 25% as opposed to the 52% (or possibly only 
80% in the case of certain small savings banks) loss deduction. 
Thus, by careful attention to the bid price, the bank may be 
able to affect a tax saving.” 

Fair market value of the property is determined in the usual 
manner through real estate appraisals. The obtaining of out- 
side appraisals is frequently desirable, but needless to say they 
are not in and of themselves conclusive upon the Internal Rev- 
enue Service.” 


28 T.R.C. Section 1221 (a); I.T. $121, 1987-2 C.B. 188; Morehead, How to Handle Fore- 
closures, etc., 6th N.Y.U. Inst. 399, 406 (1948). 

29 1.T. $159, 1988-1 C.B. 188; but see Mertens, Law of Federal Income Tazation, supra 
Section 30.86 questioning the above result; see also Morehead, How to Handle Fore- 
closures, etc., supra at p. 407; Mertens, Law of Federal Income Tazation Section 22.19. 
As noted above, ordinarily the amount bid by the mortgagee is presumed to be fair 
market value in the absence of clear and convincing proof to the contrary. But the 
presumption is not conclusive. 

80 1.T. $159, 1988-1 C.B. 188; Harnett, Capital Gains and Losses, Practicing Law Institute 
p. 46; Brown, Outline of Mortgagee’s Tax Liability, 25 Taxes 1085, 1091 (1947). 

e —4 Schlesinger, Mortgage Foreclousres by Savings Institutions, 33 Taxes 221, 228 
1955). 
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Accrued Interest on Foreclosure 


At times, the bank may bid in the property on foreclosure 
at a price which includes not only the original unpaid balance 
of the loan but accrued and unpaid interest on the loan. Such 
interest, included in the bid price has been held ordinary in- 
come to the mortgagee, even though the value of the property 
is proven to be less than the bid price and principal of the 
loan.** 

However, this Supreme Court decision has subsequently 
been held to be limited to the case of insurance companies 
which are taxed in a peculiar manner unlike other corporations 
including banks, and hence in the case of other lenders, includ- 
ing banks, accrued interest was not income to the mortgagee 
where the value of the property and the principal of the debt 
were less than the bid price.” 


Voluntary Settlement With Mortgagor 


Not infrequently a bank will be satisfied that a given mort- 
gagor is simply unable to meet the payments required by the 
terms of the mortgage loan. Where it appears that the mort- 
gagor has no equity in the property because of a decline in 
values and that a personal judgment against him for a de- 
ficiency is unobtainable or uncollectible, the bank may accept a 
deed to the property in lieu of foreclosure, thereby saving court 
costs and attorney’s fees. 

Here again, it is necessary for the bank to determine the 
fair market value of the property surrendered. The fair 
market value of the property is applied to the mortgage debt, 
as if it were cash, and the uncollectible balance is deductible as 
a bad debt.* 

It will be noted that in the case of a foreclosure sale, the 
bank’s bad debt loss is measured by the difference between the 
bid price, which may or may not reflect the fair market value 
82 Helvering v. Midland Life Insurance Co., 300 U.S. 216 (1937) . It has been suggested 
that cautious mort would do well to keep their bid price low enough so as not to 


include any un interest to avoid the impact of this decision. Morehead, How to 
Handle Foren Etc., supra at 414. 

83 Nichols v. Commissioner, 141 F.2d 870 (6th Cir. 1944); Hadley Falls Trust Co. 
v. United p Bron 110 F.2d 887 (1st Cir. 1940); Morehead, How to Handle Foreclosures 
Etc., supra at 410. 

841.T. 8548, 1942-1 C.B. 74; Bingham v. Commissioner, 105 F.2d 971 (2nd Cir. 1989). 
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of the property, on the foreclosure sale and the unpaid balance 
of the debt.** On a voluntary conveyance in lieu of foreclosure 
it is the difference between the fair market value of the property 
and the amount of the debt.** The distinction in tax treatment 
of two such economically similar transactions seems hard to 
justify. 


Status of Property Acquired From Owner 
By Foreclosure or Compromise 


The fair market value of the property voluntarily conveyed 
by the mortgagee in lieu of foreclosure to the bank becomes the 
basis of such property for determining gain or loss on the sub- 
sequent disposition by the bank.” 

When the bank subsequently sells the property, acquired 
on or in lieu of foreclosure its gain or loss again is measured 
by the difference between its basis for the property and the 
net amount realized on the sale. Such gain or loss will or- 
dinarily be a capital gain or loss,** although where a bank was 
able to convince the Court that it was holding the real estate 
for sale in the regular course of business, it was allowed an 
ordinary loss deduction.” 


Real Estate Problems of Bank as Owner, 
Landlord or Tenant of Property 


Apart from real estate problems arising in the course of 
a bank’s business out of loans secured by real estate, most banks 
encounter certain tax problems with respect to the premises 
which they own or rent for the conduct of their banking business. 
The decision of whether to own property outright or to lease 
it from a landlord has tax implications which may be enumerated 
as follows: 
Deductions as owner: 
Real Property Taxes. 
Interest on Mortgage, if any. 
35 Regs. Section 1.166-8(a). 
86 1.T. $548 supra. 
37 E.T. $548 supra. The transaction has been held not to be a sale or exchange on the 
part of the mortgagee. Id. The basis of property acquired on foreclosure is similarly the 
fair market value of the property when acquired. 
38 G.CM. 24, 910, 1946-1 C.B. 101; Kanawha Valley Bank, 4 T.C. 25 (1945) (Acq). 
39 Girard Trust Corn Exchange Bank, 22 T.C. 1848 (1954). : 
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Maintenance Charges. 
Depreciation (on new buildings erected after 1953 may be on 
an accelerated basis) .*° 


Deductions as lessee: 

May deduct real property taxes under a net lease. 

May deduct depreciation on leasehold improvements over the 
life of the lease or of the improvements whichever is shorter. 

May deduct ordinary maintenance charges not amounting to 
improvements of the property over a long term lease. Either 
landlord or tenant may obtain this deduction, depending on who 
pays for the charges. 


Parking Lots 


Recently, many banks have been expanding their facilities 
in the field of drive-in banking and by providing parking fa- 
cilities for their customers in downtown areas. Where a bank 
buys property on which a building is presently located for the 
purpose of demolishing the building to make room for a park- 
ing lot or to construct a drive-in area, it may not deduct as a 
loss the amount paid for or allocable to the razed building. 
It is considered that the adjusted basis of a building so des- 
troyed represents a cost properly to be capitalized as an ad- 
ditional cost of the land—which cannot be depreciated. This 
rule also disallows the cost of such removal.“ 


Deferring replacement for a period of time is immaterial. 
No loss results even though plans for replacement are tempor- 
arily abandoned. 


Although land is not depreciable, the cost of grading and 
graveling roads and parking space for customers may be de- 


preciated over the useful life or the concrete or gravel surfac- 
. 42 


ing 


Sale and Leasebacks 
Occasionally a bank is approached with a sale and lease- 


40 See Federal Income of Taxation of Banks—Depreciation, 76 Banking Law Journal 
(1956). 

41 Providence Journal Co. v. Commissioner, 104 F.2d 614 (1st Cir. 1989); N. W. Ayer 
& Son, Inc., 17 T.C. 681 (1951). Lynchburg National Bank & Trust Co., 20 T.C. 670 
(1958) ; aff'd. on another issue 208 F.2d 757 (4th Cir. 1953). See generally Bollock, Are 
be Parked in a Tax Zone, 33 Taxes, 115 (1955) discussing the tax aspects of parking 
ots. 

42 Cf. Thomas J. McGinty, 3 T.C.M. 838 (1944); Janin, Miscellaneous Real Estate De- 
velopments, 14th N.Y.U. Institute, 205, 209 (1956). 
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back proposition of selling its bank building to a real estate 
investor, an insurance company, or a charitable foundation and 
then leasing the premises back for a long period at a specified 
annual rent with the lessee paying all expenses and taxes. The 
sale and leaseback device is a legitimate method of corporate 
financing, all of the aspects of which are beyond the scope of 
this article.“ 

With respect to new buildings, the former tax incentive 
on the part of the tenant of obtaining a perhaps a larger de- 
duction for rent than he would for depreciation has been re- 
duced by the accelerated depreciation provisions of the 1954 
Code.“ 

However, it has been pointed out that there is a possible 
residual tax benefit on the part of the lessee in realizing what is 
in effect depreciation on the land value through rent charges, 
land being otherwise non-depreciable.* 


A second possible tax attraction of the sale and leaseback 
is the deduction of an ordinary loss upon the sale of the bank’s 
property in a particular year if the adjusted basis of the prop- 
erty is higher than the sale price. This loss would be deductible 
as an ordinary loss under I.R.C. Section 1231 as arising out 
of the sale of real property used in a trade or business. 


Where the term of the leaseback was more than 30 years, the 
courts have denied such a loss on the ground that essentially 
there has been a change of property for property of a like kind 
in the form of a fee interest exchanged for a long term leasehold 
interest*® However, where the sale is bona fide and at arms 
length, the mere fact that there is a leaseback will not result in 
a denial of the deduction.“ 


43 See generally Carey, Corporate Financing Through the Sale and Leaseback of Prop- 
erty, 62 Harvard L. Rev. 1 (1948); Lassers, Does a Leaseback Save You Money?, 32 
Taxes 279 (1954). 

44See Cohen, Future of Lease Financing Under New Depreciation Rules, 98 Journal 
of Accountancy, 189 (1954). 

45 See Wiener, Real Estate Incident to the Operation of a Business, Etc., 14th N.Y.U. 
Institute 195, 197 (1956). 

46 Commissioner v. Century Electric Co., 192 F.2d 155, (8th Cir. 1951). Where there 
is an option on the part of the lessee to repurchase the property at a low price or renew 
the Jease at a nominal rental at the end of the leasehold term, the entire transaction may 
be treated as a mortgage for tax purposes. Helvering v. F. & R. Lazarus Co., 308 US. 
252 (1989); Mertens, Law of Federal Income Tazation, Section 28.28-a. 

47 May Department Stores Co., 16 T.C. 547 (1951) (Acq.); Standard Envelope Mfg. 
Co., 15 T.C. 41 (1950) (Acq.). 


i 
. 
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In both of the above cases the Court found that the sale 
price and the rental on the leaseback were reasonable. Where 
the Commissioner finds that the leaseback rental is too low, he 
may claim that the leasehold itself has an ascertainable market 
value which must be taken into consideration in determining 
the amount realized by the taxpayer on the sale of the property. 
The bank is considered to have sold the property for a cash 
consideration plus the receipt of a leasehold estate, the two 
generally equaling in value its adjusted basis for the property 
so that no loss is allowable. Instead, of course, the value of the 
leasehold estate is amortized over its term.“ 

Rental value, like fair market value of real property, of 
course, is determined through appraisals looking at all of the 
relevant facts and circumstances.” 


= H. E. Harman Coal Corp, 16 T.C. 878 (1951), aff'd. 200 F.2d 415 (4th Cir. 
49 See generally Gordon, Valuation in Tax Court Trials, 10th NY.U. Inst. 777 (1952) 











CHECKS AND NOTES FOR 
BANK TAX MEN 


By Allan J. Parker of the New York Bar 


Monthly Report of New Developments and Comments 
Affecting the Income Taxation of Banks 





Bad Debts Reserve—Ef ect of 
Government Guaranty of Loans 

Where a bank elects the reserve method for handling bad 
debts, under Mimeo 6209, 1947-2 C.B. 26, it must compute an 
allowable deduction as an addition to the reserve based upon 
its outstanding loans, its loss experience determined by a mov- 
ing average formula, or, in the alternative, a fixed 20-year 
period of experience, its actual bad debts for the year and its 
reserves at the end of the year. See generally Vernon & Bolton 
Reserve for Bad Debts, 73 Banking Law Journal 609 (1956). 


The larger the amount of a bank’s loans outstanding, the 
larger the allowable addition to the reserve under the above 
Mimeo 6209. 


Since it is recognized that government insured loans in- 
volve no risk of loss to the bank, Mimeo 6209 provides that 
government insured loans should be eliminated from prior year 
accounts in computing percentages of past losses and also from 
the current years loans in computing allowable deductions for 
additions to the reserve. Some loans, however, particularly 
Title II F.H.A. loans, are not 100% guaranteed by the gov- 
ernment but in some lesser percentage. A number of banks 
have treated such partially guaranteed loans as eligible for 
inclusion in their bad debts reserve base in full and have figured 
their reserve accretions accordingly. | 


Revenue Ruling 57-210 states that to the extent that a 
government insured loan is only partially guaranteed, it should 
be eliminated from the tax base to the extent of the guarantee. 
That is, of a 90% insured loan, 90% should be eliminated. 





CHECKS AND NOTES 609 


This ruling is certainly in accord with the theory of Mimeo 
6209, since to the extent of the government guarantee, the 
bank is insured against loss and no addition to the bad debt 
reserve is required as to such loans. However, the ruling pro- 
vides that for previous taxable years where banks in computing 
allowable deductions to their bad debt reserve did not eliminate 
such government insured loans because such loans were not 
100% insured or guaranteed, it will be the general policy not 
to disturb such treatment. 


Evzecutive Committee as Employees 


It is well settled that directors of a bank are not employees 
for Federal Insurance Contributions Act or Employment Tax 
purposes, and accordingly no withholding is required with res- 
pect to directors fees or even regular salaries paid to directors. 
Regs. Sec. 31.3121 (d)-1 (b). Directors fees constitute self 
employment income for social security purposes. 1.T. 4077, 
1952-1 C.B. 149, 150. 

In some larger banks as well as other corporations, it is 
customary for the directors to elect from their number an ex- 
ecutive committee which is vested with all of the powers of the 
board of directors during intervals when the board is not in 
session, but is generally required to report its proceedings and 
acts for ratification by the board at its next succeeding meet- 
ing. The executive committee considers interim questions of 
policy, employment of personnel, labor problems, purchase of 
equipment, conduct of litigation, etc. The members are in- 
dividually required to be available for consultation with man- 
agement at all reasonable times, both on matters of policy and 
on current corporate activities, and to undertake any specific 
tasks or duties requested of them in connection with corporate 
planning and operations. 

Despite the fact that the duties that such members of the 
executive committee are above and beyond those required of the 
other directors, salaries paid to the members of the executive 
committee are held not to constitute wages arising out of em- 
ployment. The directors who are members of the executive 
committee are still not employees of the corporation. Revenue 
Ruling 57-246 I.R.B. 1957-28, 15. 
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Safe Deposit Box Rental 


Under I.R.C. Section 4286 an excise tax is imposed upon 
the lessees of safe deposit boxes at the rate of 10%. This tax, 
although paid by the lessee of the box, is required to be collected 
and remitted to the government by the bank leasing the safe 
deposit box to its customer. 

A “safe deposit box” under Section 4287 is defined to ex- 
clude large storage vault areas in excess of 40 cubic feet of 
vault space. 

Revenue Ruling 57-207 provides that this entire 40 cubic 
feet must be in a single box. A taxpayer may not aggregate 
the cubic foot capacity of a number of boxes even though they 
are adjacent and enclosed in an area to which he has sole access. 

One of the supporting reasons given for this ruling was that 
substituting a battery of smaller units would open the way for 
facile avoidance of this excise tax by cooperative leasing of 
boxes. Although the reason alleged seems questionable in the 
light of the size of the tax and the fact that taxpayers ordinarily 
rent safe deposit boxes for the storage of valuables and that 
secrecy is frequently an important element in the rental of the 
box, the ruling seems sound in preserving the Congressional 
purpose of differentiating between ordinary safe deposit boxes 
and large storage vault areas. 


COURT RULES BANKS ARE NOT PRACTICING LAW 


In an important decision which reportedly will be appealed, a 
Connecticut Superior Court has ruled that banks are not engaged 
in the practice of law when their own salaried attorneys represent 


them in court on fiduciary matters. When this occurs, according 
to the court, the banks are merely representing themselves, a 
right recognized by common law. The suit was brought by the 
Connecticut Bar Association against two Hartford banks. 
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COMMERCIAL CREDIT 
LAW LETTER 


By Tuor W. Kotte, Jr., Member New York Bar 


Letter from the Editor concerning recent court decisions, 


statutes and opinions in the field of trust receipts, conditional 


sales, chattel mortgages and other secured transactions. 





At this writing the legis- 
latures in more than half of 
the states have adjourned 
and many of the statutes 
passed by them are currently 
becoming effective law. Fi- 
nancial officers should 
make certain to check poss- 
ible changes in the laws of 
their states, particularly 
now that so many states are 
passing omnibus motor veh-=- 
icle and general instalment 
Sales statutes. These new 
Statutes quite often put 
into effect a completely new 
set of regulations bearing 
on instalment sales and con-= 
sequently require a con- 
siderable amount of study to 
assure technical compli- 
ance. 


The legislature in New 
York has passed a new Retail 
Instalment Sales Act which 
is to. become effective on 
October lst of this year. 
This act wil”. requlate re- 
tail instalment contracts, 
obligations and credit 
agreements and, as is normal 
in statutes of this sort, 


specifies in considerable 
detail the information to be 
included in retail sales in- 
Stalment agreement. It also, 
of course, specifies the 
credit service charge for 
contracts and obligations 
covered in the statute. This 
act parallels to a degree 
the state's 1956 Motor Veh- 
icle Retail Instalment Sales 
Act which, incidentally, 
has been extended by the 
legislature this year to 
cover all non-commercial 
vehicles, not just those 
with a cash price of $3000 or 
lesse 


North Dakota has also re- 
cently passed a new Retail 
Instalment Sales Act which 
is to become effective on 
July 1, 1957. Both Minnesota 
and South Dakota have en- 
acted motor vehicle retail 
instalment sales acts. Also 
in the field of legislation 
it has been reported that 
Arizona has passed a bill 
under which any individual, 
partnership, corporation, 
state or national bank may 
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make instalment loans of 
between $1000 and $3500 at 
a rate of 6%. In North Dakota 
it is now necessary to indi- 
cate the existence of a 
filed chattel mortgage ona 
vehicle's certificate of 
title before the mortgage 
will be valid against credi- 
tors, and in Minnesota a new 
Statute requires that the 
Satisfaction of a condi- 
tional sale contract be 
filed within 60 days after 
the contract has been per=- 
formed if the holder of the 
contract is to avoid damages 
from any person injured by 
the failure to put the 
Satisfaction on the public 
records. 


REPOSSESSION 


Among the cases of in- 
terest to bankers and fi- 
nancial executives this 
month is one involving re- 
possession. The assignee of 
a conditional sale contract 
was sued by the purchaser 
under the contract and the 
court allowed the assignee 
damages for wrongful repos=- 
session. It refused, how- 
ever, to grant the assignee 
punitive damages in addition 
because there had been no 
compelling evidence that the 
assignee had used trickery 
or false representations to 
effect the repossession. 
The purchaser had alleged 
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that the assignee was able 
to repossess the vehicle in- 
volved by falsely telling a 
mechanic who had possession 
of the vehicle that the pur- 
chaser was bankrupt. The 
court concluded however that 
there was not sufficient 
evidence produced at the 
trial to show malice, fraud, 
oppression or wilful wrong. 
Bradley v. Associates Dis- 
count Corporation, Missis- 
Sippi Supreme Court, Febru- 
ary ll, 1957. 


* * * 


PERSONAL PROPERTY TAXES 
VS. MORTGAGE LIEN 


The Attorney General of 
Michigan has rendered an 
opinion on the subject of 
taxes and mortgages in his 
State. The opinion indi- 
cates that personal property 
taxes assessed by a city in 
Michigan have priority over 
a lien created by a Small 
Business Administration 
chattel mortgage, regard- 
less of whether the taxes 
were assessed before or 
after the execution of the 
mortgage. This came up in 
connection with the mort-= 
gagor's bankruptcy. The 
opinion indicates that 
neither the federal statute 
creating the Small Business 
Administration nor the Bank- 
ruptcy Act gives an SBA mort- 
gage any priority over other 
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liens and therefore it as- 
Sumes the same status as a 
private mortgage in a mort- 
gagor's bankruptcy proceed- 
inge Opinion of Attorney 
General of Michigan, No. 
2707, December 3, 1956. 


* * * 


DEMAND NECESSARY 


An interesting and rather 
unusual case has been decid- 
ed in Georgia where the 
holder of a title retention 
contract sought to recover 
from the purchaser under the 
contract on the theory that 
the latter had wrongfully 
converted a vehicle which 
was the subject of the con- 
tract. The holder alleged 
that the purchaser was 
liable for conversion be- 
cause he had continued to 
assume the right of owner- 


ship default on the con- 
tract. The court ruled 
against the holder on the 
Simple ground that there 
could have been no wrongful 
conversion on the part of 
the purchaser because no 
demand for the vehicle was 
made by the holder after the 
default on the contract. 
Colonial Credit Company v. 
Williams, Georgia Court of 
Appeals, February 5, 1957. 


* * * 


RECOMMENDED READING 


Automobile Instalment Pur- 
chases, N.Y.LeF. 234135 Oct- 
ober 1956. Dealers, Finance 
yompanies and Injured Heirs, 
LeJe 107:132 March 1957. 
Regulation of Retail In- 
stalment Sales of Motor Veh- 
icles, Fordham Law Review 
253569 Autumn 1956. 


COURT DISMISSES SUIT OVER OWNERSHIP OF 
BANK SHARES 


It has been reported that a state court in Michigan has dis- 
missed a suit by a savings bank against a national bank where it 
was alleged that an employees’ profit sharing trust fund of the 


national bank had been illegally buying shares of the savings bank 
for the purpose of obtaining control of the latter. The court ruled 
that the savings bank had no remedy under state law but suggested 
that relief might be available in a federal court under the 
Clayton or Sherman Anti-Trust Acts. 














BANKING LEGISLATIVE 


TRENDS IN THE STATES 





New legislative and regulatory developments affecting small loan 
and finance companies, credit insurance, banking and related fields, as 
reported from state capitals and municipalities throughout the country, 
include the following: 


ALABAMA: In his recommendations to the Alabama legislature at 
the May opening of its 1957 session, Governor Folsom called for the 
enactment of “stricter laws regulating small loan companies, especially 
in regards to excessive interest rates and the abuse of the borrower.” 


COLORADO: Governor McNichols vetoed a Colorado legislative 
bill which would have permitted banks to write insurance on loans other 
than installment borrowing. 

He objected that the measure would lead to “just another charge 
to the borrower.” 


FLORIDA: A bill to double the ceiling on small loans and slightly 
reduce maximum permissible interest rates was passed by the Florida 
Senate and sent to the House. 

The measure would lift the ceiling on small loans from $300 to $600 
and permit interest rates of 3 per cent per month on the first $300 and 
21/4, per cent per month on the second $300. The present permissible 
rate is 3'4, per cent a month on unpaid balances. 

Backed by the Florida Consumer Discount Association, the bill also 
would give the state comptroller authority to determine whether there 
was need for a small loans firm in a community before issuing a license, 
and would eliminate a currently required $1,000 bond. 

The state comptroller’s office had asked removal of the bond require- 
ment to eliminate the need for such record keeping. 

Meanwhile, the banking committee of the Florida House of Repre- 
sentatives favorably reported a bill which would put an 8 per cent 
ceiling on financing charges for new automobiles. 

Sidetracked by the same committee was another bill which would 
have fixed a ceiling of 7 per cent on finance charges for new cars and 
provided that the dealer’s reserve could be no more than 2 per cent of 
the unpaid cash balance on the financing contract. The dealer’s reserve 
is that portion of the finance charge returned to the dealer. 

Another bill pending in the same committee would escheat to the 
state all unclaimed bank deposits which have been dormant from seven 
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to 10 years. After the Florida Bankers Association protested at a 
hearing that the measure’s terms were too broad, the committee put 
the bill in a subcommittee for further study. 


ILLINOIS: A bill that would for the first time regulate installment 
sales in Illinois was passed by the State Senate and sent to the House. 

Senator Herbert M. Johnson, Chicago Republican, declared that 
despite 15 amendments to the measure, it represents “a beginning in 
the field of sorely needed regulation.” He said it was supported in its 
amended form by the Chicago Retail Merchants Association, Credit 
Bureau of Cook County and the Illinois State Federation of Labor. 

As explained by Johnson, the bill contains the following provisions: 

1—All terms of installment sales contracts must be itemized and 
stated separately. 

2—Contracts must be signed by both parties and acknowledged. 

$—Contracts containing blank spaces would be unenforceable. 

4—Holders of contracts could not accelerate maturity dates unless 
there is a default by buyers. 

5—Buyers could not waive right of action against the seller for 
illegal acts committed in collection or repossession. 

6—There would have to be at least 20 days’ notice of repossession. 

7—There could not be enforcement of contract provisions by which 
buyers are supposed to give powers of attorney to sellers or their agents. 


IOWA: A new Iowa law requires “full disclosures” of finance and 
insurance charges in automobiles sales and mandatory refunds of un- 
earned finance charges in case of prepayment. 

The measure also was amended prior to final enactment by the 1957 
Iowa legislature to limit finance charges in car sales to 114 per cent 
per month for new cars; 13/, per cent for cars one or two years old; 
2\/, per cent for cars three or four years old; and 21/, per cent plus $1 
a month up to $12, for cars five or more years old. 


MAINE: A bill to put a ceiling of 144 per cent a month on the 
unpaid balances of small loans was given preliminary approval by the 
Maine House of Representatives. Present Maine law allows interest 
charges of 1!/, to 3 per cent, depending on the size of the loan. 


MASSACHUSETTS: Creation of a special state legislative commis- 
sion to investigate automobile sales finance firms was advocated by 
James A. Broyer, vice president of the Massachusetts Federation of 
Labor. ; 

He charged some finance companies have been gouging buyers of 
used cars and called for more stringent state regulatory laws. 

Broyer said a special commission, which would include the state 
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treasurer and a representative of organized labor, should be established 
by the state legislature to study all phases of the automobile sales finance 
business. 

A bill pending in the Massachusetts Senate would allow banks and 
credit unions to sell life insurance to borrowers in connection with loans. 

To overcome opposition from insurance agents, the measure was 
amended to limit such insurance to $10,000 and to 10 years the term 
of loans in connection with which such insurance is sold. 


MICHIGAN: Both branches of the Michigan legislature approved a 
bill requiring motor vehicle installment sales contracts to specify in 
red ink if they fail to provide for personal liability and property damage 
insurance. 


MINNESOTA: Governor Freeman vetoed a Minnesota legislative 
bill which would have increased the ceiling for small loans from $300 
to $750 and provided for lower maximum interest rates. 

Instead of the present flat 3 per cent a month on loans up to $300, 
the bill would have limited interest rates to 3 per cent on the first $200; 
2 per cent on amounts from $200 to $400 and 1 per cent on the balance. 


MISSOURI: Killed by the banks and banking committee of the 
Missouri House of Representatives was a bill to increase from $400 to 
$600 the ceiling for small loans. The measure would have made no 
change in present interest rate limits for such loans. 


NEBRASKA: Killed by the Nebraska legislature’s banking, com- 
merce and insurance committee was a controversial bill, listed as LB 401, 
which would have set up new regulations for the financing of automobile 
sales. 

The committee agreed, as an alternative, to ask the state attorney 
general’s office and the State Banking Department to provide the frame- 
work for a new bill dealing with time sales contracts and charges on them. 

Time sales are not currently subject to regulation by the Nebraska 
State Banking Department as are banks and small loan companies. 

The Nebraska Supreme Court has held in effect that while bona fide 
time sales contracts have their place, a loan cannot be disguised as an 
installment sale to circumvent interest rate limitations. 

In another development, the Nebraska legislature killed a bill, listed 
as LB 573, which would have permitted merchants doing credit business 
to charge the same interest rate allowed banks. In effect, merchants 
would have been permitted to charge up to 18 per cent in some circum- 
stances. 

Aithough supported by many merchants, this bill was opposed by 


it tea ete ae ea a2 esis teat 





STATE BANKING LEGISLATIVE TRENDS 617 


many automobile dealers, who feared they stood to be brought under the 
bill’s provisions and would be handicapped in motor vehicle sales 
financing. 

Meanwhile, Senator Terry Carpenter of Scottsbluff proposed an inves- 
tigation by the state tax commissioner of firms dealing in time sales 
contracts. Specifically, the probe would be aimed at determining whether 
taxes are being properly paid on such sales. State Tax Commissioner 
Fred Herrington said such notes are taxable at the rate of 4 mills. 

A move in the Nebraska legislature to open the door to more small 
loan companies in the state was dropped by Senator Terry Carpenter 
of Scottsbluff. 

He withdrew proposals which would have repealed a long-standing 
requirement that a small loan license can be issued only when it serves 
the public “convenience and advantage.” His proposals had been pre- 
sented in the form of amendments to a pending measure, listed as LB 404. 

Several senators said existing small loan companies had poured on 
pressure against the proposed amendments. 

In another development, the Nebraska legislature’s banking, com- 
merce and insurance committee voted to introduce a bill designed to 
collect taxes from finance companies which do business in the state but 
do not have legal residence in Nebraska. 

Senator Carpenter estimated the bill might bring in up to $500,000 in 
additional annual state revenue. He said he was thinking of national 
finance companies which write or buy notes on cars, farm implements and 
similar merchandise. Such firms, he said, do not now pay Nebraska 
taxes on these notes if the company has its legal residence in some other 
state. 

The proposed legislation would require such firms to get a license to 
do business in Nebraska. To obtain the license, the company would have 
to pay the Nebraska taxes on notes written in the state. 

The tax would be imposed at the rate of $4 on each $1,000 of face 
value. Carpenter said this is the rate paid by Nebraska finance firms. 


NEW YORK: Governor Harriman vetoed without comment a New 
York legislative bill that would have established a ceiling of 3 per cent 
on dividends on savings bank deposits in a bank for less than two years. 

The measure had been strongly opposed by the State Savings Bank 
Association. George Penney, its president, contended that the bill 
“violates all principles of banking legislation and economics.” He declared 
it was the first time that the legislature had attempted to fix rates for 
savings bank dividends. 

The bill was sponsored by Assemblyman Lawrence P. Murphy, 
Brooklyn Democrat, who also was one of the leading opponents this 
year of rejected legislation to permit savings banks to open suburban 
branches. 
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NORTH CAROLINA: A bill which he said was aimed at “fly-by- 
night, hip-pocket and plant gate” loan sharks was introduced in the 
North Carolina legislature by Rep. Tom White of Lenoir. 

The measure would set up a new State Personal Loan Authority to 
curb abuses in the small loan field. 

Under the bill, loan firms handling loans of $300 and less would have 
to be licensed by the authority, which would be empowered to suspend 
the license of a loan firm and to restrain it from doing business if it 
violated the act. 

Firms licensed under the act would not be allowed to require insur- 
ance on a borrower for loans of $50 and less and could not requuire a 
borrower to buy insurance from an insurance company the loan firm 
designated. 

The bill would further stipulate that credit life insurance and credit 
disability insurance may be required for collateral only if the insurance 
is arranged under rules fixed by the state insurance commissioner. 
Loan firms also would be required to recognize existing insurance in 
making loans. 

The Personal Loan Authority would be given broad investigative 
powers by the bill. It would be required to check the books of each 
firm once a year and could do so at any time it had reason to suspect a 
loan company was violating the act. 

Small loan firms would be required to make annual reports to the 
authority, including their net profits before and after deducting interest. 

“An estimated $18,000,000 worth of loans fall in the $300 and less 
category each year in North Carolina,” White said. “Therefore, there’s 
a definite need for the bill.” 

The loan authority would be headed by the state treasurer as chair- 
man. The governor would name two other members, one representing 
the public and the other the small loan industry. A “personal loan 
commissioner” would be the agency’s chief administrative officer. 

White said the authority would be self-supporting, through an annual 
small loan firm license fee of $100 and investigative fee of $50. 

Under the measure, contracts for loans could not exceed 15 months. 
Weekly payments could not be less than $1.50, semi-weekly payments 
not less than $3 and monthly payments not less than $6. 

The bill would tie the interest and “investigative and loan-making 
fees” of the loan firms to that charged by industrial banks, which 
amounts to 6 per cent interest and $2.50 in fees for each $50 or fraction 
thereof. White said this would have the effect of limiting the charges 
to a maximum of $15 for loans of $300 and less. 

’ The measure also would permit an “installment handling charge” 
of 30 cents for each week of time allowed for repayment. Other require- 
ments of the bill would include: 
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1—The licensee must refund an unearned portion of interest if it 
amounts to more than $1. 

2—The firm must return a proportionate amount of the installment 
account handling charge as fixed by present regulations. 

8—lIf a borrower makes a second loan within 60 days after a previous 
one, the loan company cannot charge the same “investigative and loan- 
making fee” on the second loan. 

Violators of the proposed act would be subject to fines up to $500 
or six months’ imprisonment, or both. 


OKLAHOMA: Several bills to tighten regulations on installment 
purchase contracts were approved by the Oklahoma House of Repre- 
sentatives and sent to the State Senate. They were sponsored by Rep. 
Robert O. Cunningham of Oklahoma City. 

One of the measures would make it a misdemeanor for sellers to 
execute a contract in blank. All blank spaces would have to be filled 
out and the contract read completely before the purchaser could sign 
it. The bill also would require the contracts to itemize the amount of 
interest, insurance and other charges made. 

Other bills in the series would limit penalties to 5 per cent for 
delinquent payments and would regulate insurance policies issued in 
conjunction with sales contracts. 

Another of the bills would outlaw so-called “debt pooling” firms. 


OREGON: A bill approved by the Oregon House of Representa- 
tives to regulate installment sales of automobiles was amended by the 
State Senate financial affairs committee to set up a new schedule of 
finance charges. 

As approved by the House, the bill called for a maximum finance 
charge on the sale of new or used cars of $10 per $100 of sales price or 
$25, whichever were higher. 

The Senate committee, however, approved an amendment to the 
bill which would fix the maximum charge on new cars at $8 per $100; 
$10 per $100 on used cars less than two years old and $12 on used cars 
more than two years old. Action by the full Senate on the proposal 
was still awaited at this writing. 


TEXAS: A resolution adopted by the Texas House of Representa- 
tives directed the State Legislative Council to make an interim study 
of the small loan business and report its findings and recommendations 
to the 1959 state legislature. 

Adoption of the study resolution was regarded as ending all prospects 
for the enactment by the 1957 legislature of any new small loan regula- 
tions. 

Sponsored by Rep. Criss Cole of Houston, the study resolution 
declared: 
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“Tt has come to the attention of the legislature of the state of Texas 
that the citizens of the state are in many instances being charged illegal 
and usurious interest rates on small loans. 

“It appears that there is not sufficient law now in force in this state 
regulating or punishing loan brokers who wilfully violate the laws of 
this state, and that persons in this business are taking advantage of 
wage-earner borrowers by charging high and usurious rates of interest. 

“The House of Representatives, the Senate concurring, desires the 
Texas Legislative Council to make an investigation of the small loan 
business in the state, for the purpose of strengthening the laws of this 
state concerning usury.” 


VERMONT: A bill doubling the ceiling on small loans from $300 to 
$600 was given final passage by the Vermont legislature and sent to the 
governor for signature. 


The measure sets a maximum interest rate of 1 per cent per month 
on the amount of the loan between $800 and $600. Maximum rates for 
amounts under $300 are set by present state law, which permits 2'/ per 
cent on loans up to $125 and 2!/, per cent on the amount of the loan 
from $125 to $300. 


WISCONSIN: Divergent views as to whether further regulation of 
credit life insurance is needed in Wisconsin were expressed at a hearing 
conducted by a State Senate committee. 

John Visser of Milwaukee, associate general counsel for the Old Line 
Life Insurance Companies of America charged that abuses have been 
found in the field of writing credit life insurance, including a large dis- 
proportion between premiums charged and benefits derived. He said 
there is nothing wrong with credit life insurance, but abuses in connection 
with it threaten to rock the insurance business to its very foundation. 

Expressing similar views were Harvey T. Wolberg, representing State 
Insurance Commissioner Paul J. Rogan, who is backing a regulatory 
proposal, and representatives of the Wisconsin Association of Life 
Underwriters, the Wisconsin Bankers Association, Northwestern Mutual 
Life Insurance Co., the Wisconsin National Life Insurance Co. and 
individual life insurance agents. 

L. M. Jaeger of Milwaukee, representing the Wisconsin Association 
of Finance Companies, denied that any abuses have been shown in 
Wisconsin. “Until such time as there are abuses,” he said, “I suggest 
these gentlemen just wait with their beautiful proposal.” 

Jaeger further contended there already was better regulation of 
credit life insurance sales under the consumer credit division of the 
State Banking Department than was proposed by the bill before the 
committee. 
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Executors, Administrators, 
Trustees Fees in Probate’ 


FROM OPINIONS OBTAINED FROM TRUST COMPANIES AND 
MEMBERS OF PROBATE ATTORNEYS ASSOCIATION IN ALL 
FORTY-EIGHT STATES, AND ALASKA 


Note: The names of those supplying the information cannot be 
set forth here because of the large number involved and for the further 
reason that in some States where there is no statutory fee the contribut- 
ing author has indicated the fees charged by his trust company and there 
is a variance of fees within cities. Such confidential information should 
be treated with the mantle of anonymity. 

The tremendous growth of the use of the corporate executor or 
trustee has taken place in all these United States, replacing to a very 
large extent the old custom of naming a relative or family friend. The 
fees for these corporate trustees throughout the various states is far 
from uniform, except that competition within metropolitan areas and 
within certain states has eliminated any great variation in their 
schedules. Many states have their fees as executor fixed by statute, 
and their fees as testamentary trustees are in general either fixed or 
approved by court. 

The amount of these fees for either executors or administrators and 
as testamentary trustees are as follows: 


ALABAMA 


Ezecutors’ or Administrators’ Fee 

Statutory rate, such amount as the court may deem just and fair, 
but not in excess of 2'.% on receipts and 2!4,% on disbursements; plus 
repayment of actual expenses, bond premiums and just compensation for 
special or extraordinary services. (Title 61 Sec. 377.) 

Same commission upon appraised value of all personal property and 
the amount of money and solvent notes distributed as a disbursement 
fee. Also for selling lands “for division” 21/,% commission on the amount 
received, but in no case more than $100, and this shall not apply to land 
sold under the terms of a will. (Title 61 Section 378 Ala. Code.) 

Executor or administrator who is an attorney may receive attorneys 
fee in addition. 


Testamentary Trustees’ Fee 
Compensation directed by the Testator in his Will, or elected by the 


* Compiled by John G. Clock, Clock, Waestman & Clock, Long Beach, California. repro- 
duced by permission of Probate Attorneys Association (International), 11018 West Pico 
Blvd., Los Angeles 64, Calif. Copies of this study may be obtained by writing directly 
to the Probate Attorneys Association. 
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beneficiaries at the inception of the trust: 5% of gross income, plus a 
charge for preservation of principal equal to 1/5 of 1% of the value of 
the corpus of the trust estate per annum, or 10% of gross income, or 
VY, of 1% of the value of the principal of the trust estate, with a minimum 
annual fee of $50, also attorney fee. (Title 58 Sec. 5 Ala. Code.) 


ALASKA 

Ezecutors’ or Administrators’ Fee 

Compensation allowed by law: Extraordinary Services. The com- 
pensation provided by law for an executor or administrator is a commis- 
sion upon the whole estate accounted for by him as follows: 

(1) For the first $1,000, or any less sum, at the rate of ................ 1% 

(2) For all above that sum and not exceeding $2,000, at rate of 5% 

(8) For all above $2,000, and not exceeding $4,000, at the rate of 4% 

In all cases, such further compensation as is just and reasonable may 
be allowed by the Commissioner for any extraordinary and unusual 
services not ordinarily required by an executor or administrator in the 
discharge of his trust. 
Testamentary Trustees’ Fee 

No statutory fee. Fees are negotiated at the time of accepting each 
individual trust. 


ARIZONA 
Ezecutors’ or Administrators’ Fee 
Statutory rate: 
SY cuiisindieiiiiesietinall Ip SITTIN isciniiieiianltareailialeiieiianiininemionias 1% 
ae SITES isinphnssinicenstopenesntiinnstannaitieliieesiciticiisentsiniaiaiaeninsnntins 5% 
ee I ii a i ale 4% 


Testamentary Trustees’ Fee 

The following are the fees customarily charged by corporate 

fiduciaries: 

Acceptance Fee—one-tenth of 1% of corpus of trust estate where 
trustee has not acted as executor or administrator. No 
acceptance fee where trustee has acted as executor or 
administrator. 

An annual fee of 3/, of 1% of portion of corpus which is productive 

real estate. 

8/10 of 1% of portion of corpus which is Government bonds. 


ARKANSAS 
Ezecutors’ or Administrators’ Fee 
The personal representative shall be allowed such compensation as 
the court shall deem just, and reasonable, not to exceed: 
A SE I IIIS his ielceliinilanadennainaalibiabininaapeiian $1,000 
Sinn staneseisicilpeaeatenideanateiiiiaaientemenetainigmiadiasiniiatital $4,000 
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and 3% of the value of the personal property passing through the hands 
of the personal representative, provided that compensation shall be 
allowed only on the value of such property as shall have been fully 
administered. 

Compensation for Special Services. The court may allow an addi- 
tional fee for extraordinary services. 

The court, in the exercise of its discretion, may decline to allow any 
compensation to or on behalf of a personal representative who has failed, 
after being cited to do so, to file a satisfactory account. 

Testamentary Trustees’ Fee 


No statutory provision. 
As approved and allowed by Probate Court. 


CALIFORNIA 
Ezecutors’ or Administrators’ Fee 
Statutory Rate: 


I 1% 
I a 4% plus $80 
I I SI inn ntitatisiiciiatineemniidiieeniits 3% plus $130 
$50,000, to $150,000 .......cccccscscsssscccssssscscsnsceesenvesees 2% plus $630 
I Te CIID cniccnnsntpasienininenseneintininininaianisias 14% plus $1,380 
NE TIED ntccsneinsnisiitsinnieinnsaninniiiaiaseiinniianendai 1% plus $1,380 


Fee determined from Appraised value, plus income receipts, plus 
gains on sales, less losses on sales, using the above formula for computa- 
tion. 


Testamentary Trustees’ Fee 

The following is discretionary with the Court, and the schedule set 
forth is generally acceptable: 

Acceptance fee, 1/5 of 1% of the corpus of the trust estate where 
the trustee has not acted as executor or administrator. 

A reasonable yearly compensation for the usual and ordinary services, 
which in general amounts to 3/4, of 1% of the reasonable value of the 
corpus of the trust estate, with an opening fee of 1/5 of 1% of the 
reasonable value of the corpus of the trust estate and a closing fee of 
4/5 of 1% of the reasonable value of the corpus of the trust estate. 


COLORADO 
Ezecutors’ or Administrators’ Fee 
Statutory Rate: 
A. Personal Property 
ES ee 6% 
Between $25,000, and $100,000, not to exceed ................ 4% 


Over $100,000, not to exceed .........c.ccccccscrssrsercersesseesseseesees 3% 
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B. Real Estate 
Not exceeding 3% on moneys derived from the sale, mortgage 
or lease of real estate. 

Additional allowances may be made for costs in collecting, defending 
and preserving the estate, all fees being subject to approval of the 
Probate Court. 

Testamentary Trustees’ Fee 

C.RS. 152-14-11 specifically provides that the schedule on adminis- 
trator or executor fees shall not apply to the testamentary trustees, but 
such testamentary trustees shall be allowed for their services such fees 
as are reasonable. 

Typical Testamentary Trustees Fees (Metropolitan cities) . 

Acceptance fee: In the event the trustee was not executor or 
administrator, 1% of the first $25,000, “2 of 1% of the next 

$75,000, 1/, of 1% of all amounts in excess of $100,000, with a 

minimum of $100. 

Annual fee: '% of 1% on the first $50,000, of the corpus of the 
trust estate and reduced rate on balance in excess of $50,000, with a 
charge of 5% of gross rents collected on city property and 7% of gross 
rents on farm property. 

Distribution fee: 1% of the corpus of the trust estate. 


CONNECTICUT 
Ezecutors’ or Administrators’ Fee 


No statutory schedule of fees. 
The Court must determine the compensation. The following have 
been suggested as reasonable minimum fees: 


I Tp | TE I ectectreitccsinsnnisercnnncscninesinienenvensntennennvcineses 5% 
FREER eee re rere eee, Ree Rao. oe 4% 
ED iiaicitishteciitransanjninnaiicnseniensncitinemnietinntiaenis 3% 
IID i cicriastincshineinhiennmntinnntsiincationnt 2% 
$500,000, to $1,500,000 ..........c.ccccccccccosscsccccescsseces WY% 
ET 1% 
with a minimum fee of $100. 

ee GS BaD: trinctictnncinrenminmmms 5% 
TTI sinc sscernsiatienitcehinsaintmenasinsienianntainanenniy WA% 
On all amounts Over $22,000 00..........ccccceseeeeseee 2% 


Testamentary Trustees’ Fee 
No Statutory fee. An opening and closing fee of 4 of 1% of the 
market value of the corpus of the trust estate, with an annual compensa- 
tion of 5% of the gross income on amounts up to $10,000, 4% on amounts 
between $10,000 and $30,000, and 3% on amounts over $30,000. 
(another example) Annual Charge on gross income, except rent: 
5% of first $10,000; 4% on the next $20,000; 3% on remainder. On gross 
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rents 8%. On market or sound value of principal $3 per $1,000 on first 
$50,000; $2 per $1,000 on next $50,000; $1 per $1,000 on next $200,000; 
fifty-cents per $1,000 on next $700,000. For handling mortgages an 
additional charge of $1.50 per $1,000, face value. 

No opening or closing fee if trustee has been executor or administrator. 

Distribution fee, 1% of the sound value of the principal of the trust. 

Note: The fee schedules of the various corporate fiduciaries, 
throughout the State, vary so much that an applicable generalization 
can not be made. 

DELAWARE 

Ezecutors’ or Administrators’ Fee 

No statutory fees. Fees set by Register of Wills as he sees the work 
and responsibility justifies. One fee is set for both attorneys and ex- 
ecutor or administrator, who must arrange a suitable division. Unusual 
fees can be obtained only on petition to Register of Wills. Commissions 
normally allowed by the Register of Wills, based upon the gross value of 
the assets subject to administration: 


Gross Estate Percentage | Gross Estate Percentage 
not exceeding: Allowed: not exceeding: Allowed: 
ED detcesscnstnmnsntnsesntivesenen 10% en 3.8% 
TS 8% RR 3.7% 
ID. capetennnensensconsmmeetennnnes 7% GD cerncnsesssseresesennensnee 3.6% 
I cemmeestenennecessereneemmnes CO 8Y2% 
EE cceensnenctensemnions 6% eee 3.2% 
SE  siihicctineinictiasnimnlapnsi 5Y2Jo | $300,000 .......sssscorsesesersssseses 3% 
TED cicennesemmannnieonnenes 5% TEE . scttnnnrersistemmszennenion 2.9% 
ER 4B% | $400,000 oon..ceaccccessccsssecsseeeees 2.75% 
een BY2F% | B450,000  .......cccececscssscscccceces 2.7% 
en BBEG% | BEOO,000 . ..........ccsccccecscceceseees 2.6% 
SD einen 4% Over $500,000 .............0.0 22% 


Testamentary Trustees’ Fee 


Rule of the Court of Chancery provides an annual fee, as follows: 
Commissions on annual income: 


a i a 5% 
EOE AES 4% 
aaa aa 3% 
Se ee a ee ae W% 
a 2% 


Annual Commissions based on annual reappraisal of trust principal: 


ii 4/10 of 1% 
CS aE a Sen a Oe eS sw. 3/10 of 1% 
i 2/10 of 1% 
EES EEE E ee Oe Oa a ae ere 1/10 of 1% 
i 1/20 of 1% 
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To qualify the foregoing charges with respect to the following paragraphs 
in the Rules of the Court of Chancery: 

“(c) Additional Annual Charges in Special Cases.” Where the 
trust includes one or more mortgages, an additional commission shall 
be allowed at the rate of 1/4 of 1% of the total face value of all 
mortgages held in trust as of the times of the valuation of the trust 
assets required by Paragraph (b) of this rule. 

“Where the trust includes real estate, the annual income commission 
specified in Paragraph (a) of this rule shall apply to gross rents collected 
by an outside agent and paid over to the trustee. In case such rents 
shall be collected by the trustee direct, in lieu of the rates specified in 
Paragraph (a), the following rates shall apply: 

10% of gross rentals from properties rented at a rate less than 

$25 per month; 8% of gross rentals from properties rented at a 

rate of $25 to $50 per month; 6% of gross rentals from properties 

rented at a rate of more than $50 per month. 

“In the discretion of the court, additional and special commissions 
may be allowed for unusual and extraordinary services.” 

“(d) Decrease of commissions in certain cases: 

(1) Control in person other than trustee. If the direction and 
control of investments in any trust, the corpus of which exceeds $100,000, 
in value, rests solely with someone other than the trustee, the annual 
principal commissions set forth in Paragraph (a) of this rule shall, so 
long as such condition exists, be reduced by one-fourth.” 


DISTRICT OF COLUMBIA 
Ezecutors’ or Administrators’ Fee 

Commissions shall be allowed at the discretion of the court of not 
under 1% or exceeding 10% of the amount of inventory, and it is the 
practice to limit the combined executor’s or administrator’s commission 
and the attorney’s fee to 10% in the absence of special circumstances. 

There are no scheduled rates in general use, but many executor’s and 
administrators claim 5% of an inventoried estate of $100,000, increasing 
the rate if the estate is substantially less than $100,000, and decreasing 
the rate if the estate is substantially more than $100,000. 

There is too much variance in rates of commissions claimed in the 
District of Columbia to permit a more specific schedule to be used. 
Testamentary Trustees’ Fee 
No statutory schedule of trustees’ commissions. 

The customary rate of commission on income is 5%. 

‘The custom of charging an additional commission of 3% on principal 
at the termination of the trust has prevailed for many years, but this 
custom is apparently being replaced gradually by an annual commission 
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on principal (in addition to commission of 5% on income) varying in 
rate. 

Many trustees are charging an annual principal commission of one- 
fourth of 1% of the value of the principal assets at the end of each year. 


FLORIDA 
Ezecutors’ or Administrators’ Fee 
Statutory Fee—1955 Statute: 


ee a a a el a 6% 
Ee ITTTTTITIT dates tiiciintiicaihihdaiihieitlimedtanigstibdemnnapbensicinin 4% 
iach al le lean lamiianiieinblenilnidibdainns 2% 


Testamentary Trustees’ Fee 


Reasonable compensation. 
Typical charges are as follows: 


On income 
SE teeta | TE eon a Te 5% 
| TE inane 3% 


On principal 

1/5 of 1%, with a minimum of 2% (i.e. 2% taken over ten years, or 
less at 1/5 of 1% per year, and with a maximum of 5% so taken). 

Closing charge on principal only: None if the trust runs for more 
than ten years: 2% less credit for 1/5 of 1%, multiplied by number of 
years trust has been in operation. 


GEORGIA 
Ezecutors’ or Administrators’ Fee 
Statute allows: 

214% of cash received 

244% of cash disbursed 
and whatever the courts allows for delivery of property in kind. (as 
ordered by Probate Court but not to exceed a maximum of 3%.) 

Additional compensation (in the discretion of Court) for extra- 
ordinary services rendered. 

Testamentary Trustees’ Fee 
Statute allows: 

Same as Executors and Administrators. 

Testator may state, in his will, any fee he sees fit or the testator 
may enter into an agreement (contract), separate from the Will, with 
the named Executor and Trustee for any fee they mutually agree upon. 
In the absence of either, the statutory fees prevail. 


IDAHO 
Ezecutors’ or Administrators’ Fee 
Statutory: 
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BD scinnctcitianieaabil ID iccsininieaieitiinseirinsitieatiianitaistiniatcieneiia 5% 
SD <rcisnscillisisiall EES, SERIES a ante a 4% 
DUE ccnnieinatinniil ID cninscntnbnsnnsisnntisnsitibaninnitentntteenaninaannnas 3% 


Testamentary Trustees’ Fee 

The statute provides in Section 15-1137, Idaho Code, that unless 
provided for in the will the court shall allow the trustee the proper 
expenses and such compensation for services as the court may adjudge 
to be just and reasonable. 

Section 68-103, Idaho Code, provides when a declaration of trust is 
silent upon the subject of compensation, the trustee is entitled to the 
same compensation as an executor. If the declaration of trust specified 
the amount of compensation, the trustee is entitled to the amount 
specified and no more. 

An example of acceptable charges: 

Annual fee of 1, of 1% of the value of the trust estate except incom- 
ing producing real estate, for which a fee of 5% on commercial property 
and 10% on farm and other properties is charged, with a minimum 
annual fee of $25, and a distribution fee of a minimum of 1%. 


ILLINOIS 
Ezecutors’ or Administrators’ Fee 


Statute provides for reasonable compensation, and in general the rate 
on personal property is: 


SIL disuaiieaniaaseeill IED citi ita dauiditpiennnieiiaeain 5% 

nn ITT iihiaitetiaiiabeaiiiaidmaniaianeansian 3814 to 4% 

er sil 3 to 314% 

ne I a 2 to 3% 

INOS’ scstaisnscnnnianiil I aa 2 to W% 

BE sdiisnsnane SE Ree eee carne rerae LA to 2% 
Real Estate: 


In case of sale of real estate under statute, 3% of proceeds of the 
sale, and in case of sale of real estate under the terms of the will, proceeds 
are treated as personal property, and the above schedule relating 
thereto applies. 

Testamentary Trustees’ Fee 
No statutory rate. The statute provides for reasonable compensation. 
The average fee schedule is as follows: 


Stocks & Bonds, the first $50,000 ...............csccccsecesseeees 6/10 of 1% 
A I i hn in dhhereledlinelaterinsineniabennbeniabent 4/10 of 1% 
a cs 1/3 of 1% 
TE aa ee ER 3/10 of 1% 
ERATE Nee a eee keen A On 1/4 of 1% 


Be ND seiicinnisiitinctinntenintnieniinenicineninnaniiiainnnes of 1% 
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Real estate mortgages unpaid balance 3/4 of 1%. 
Rent collection where Agent manages property 7!/2% of gross. 
Where Bank manages property 6% of gross. 


INDIANA 
Ezecutors’ or Administrators’ Fee 


No statutory rate, with amount to be determined and approved by the 
court. Generally the following schedule is in use: 


(Indianapolis) 
Eee ae ee ee rT 5% 
II sit instainanneiisienintidaiininiienibialeteinnel uaniubeecanebenahtaes 3% 
Be A I ecnicnctiteceeinccnennnicinipinmmnnnn 2% 


1% on joint property, insurance proceeds and other items subject to 
taxation but not administration. 
(Northern Section Indiana) 


Ie ee CE ail detenesnnesenntitieenninmiininintitimenen $10,000 
SE er I einnesticciieastencesiahniininenninintsthionneniniiiietninanans $40,000 
Se SE IIIS -cnecsininensticenenqntnbinninentoninhnesineninaeenninbanameie $50,000 
GE: Er SO scicticienspsenisitesnieipiinnihiihisaitiniaeni $100,000 to $250,000 
fF Fg en $250,000 to $1,000,000 


Testamentary Trustees’ Fee 


No Statutory rate. 
An example of rates in Indianapolis: 


Eg GE ES acre nee eee $25,000 
I a aac letcsshieldnlione $25,000 
I le aiacticinipr mia $50,000 
a a Oe I UD sersiisnsiirtintiinesitiesiinisisdiigteidicaiganiiinboaniniannie $150,000 
le a I IT sssnsisscsinnsicineiunicnaunaunneninasiainiidenesiinaiats $250,000 
ee re ee I seiieiicessneestisapininicsaiastieneasensiicibinssteiesinibnadiannine $500,000 


1/10 of 1% on all over. 

An example of rates in Northern Indiana: 
1/4 of 1% of Governments Bonds 

Y, of 1% of other Bonds 

Y, of 1% of first $50,000, Stocks 

1/4 of 1% of balance Stocks 

3/4 of 1% of Mortgages 

3/4 of 1% of Land Contracts 


IOWA 
Ezecutors’ or Administrators’ Fee 


Statutory rate: 
IE SEITE: aisctsinaneciinmisiubiniateniitaintnnsiniinbieniantnmuiinmnmiemniieiannte 6% 
IS SETI sceunniccnsnsseanianiienactinbbenipiantronianinnneennnsnntaemeniemnsenate 4% 
MED <cecitutsisdinssiiesintinnenteshintiinnciannininentiininninisttinliaennaine 2% 








630 THE BANKING LAW JOURNAL 


Section 638.25 of Iowa Code provides for such further allowances 
as are just and reasonable to be made by the Court, for actual necessary 
and extraordinary expense or services. 

Necessary and extraordinary services is construed to include services 
in connection with real estate and tax matters. 

Testamentary Trustees’ Fee 
No Statutory rate. 

Upon filing an itemized claim setting forth what services have been 
rendered, the District Court is authorized, by statute, to allow and fix 
compensation of trustees. 

The customary rate in Des Moines: 

Annual fee of 4 of 1% of the market value of the corpus of the 
trust at the end of each annual period. 

The 4 of 1% fee applies to all assets, except real estate. It is 
customary to charge 3% to 10% of the gross income from real estate, 
depending on the nature of the leases and management involved. 

1% on all principal distribution during administration and final 
distribution. 

KANSAS 
Executors’ or Administrators’ Fee 
Statute allows necessary expense and reasonable compensation for ser- 
vices rendered, however, the Court’s policy varies in the different 
Counties, they seem to range between the following two schedules: 


ee LE AS TTR E RN 5% 
aid RRS @"WVr% 
II iin ncnamesnmminnantaneinieaeennieniiamnenanions 2% 

(2) = To first .......... RSV EE 5% 
se SED - issiseiisiiiesinbeicetinesantcianiabciainisnddaaniin 4% 
rn SIT - dcjuciiseniiniiniiiinineiueninidehtibitataeibidaat 3% 
I eee SII - i sicostsinssiinesichatiaccaneialaiatiiaiiublaiiaens 2% 
Feet Se eee 1% 


Testamentary Trustees’ Fee 
One-half of 1% of the value of the corpus of the trust. 
(To be continued) 





TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 
estates, descent, distribution and corporate fiduciaries 





“Well Founded” Complaint for Removal of Co-Administrator 





Goldsborough v. Marshall; Goldsborough v. Ward, United States 
Court of Appeals, District of Columbia, March 21, 1957 


Decedent’s husband and daughter were appointed co-administrators 
of her estate. The daughter sought to have the husband removed as 
co-administrator on the ground that he claimed ownership of $8,900 
belonging to the estate. The lower court removed both co-administrators 
and appointed a neutral party in their place. A statute provided: “If 
any joint .. . administrator . . . shall apprehend that he is likely to 
suffer by the negligence or misconduct in the administration or the 
improper use or misapplication of the assets of the estate by any... 
co-administrator, he may make a complaint . . . and if said complaint 
shall be adjudged well founded, the court shall have authority . . . to 
revoke the powers of . . . administrator . . . so complained of.” HELD: 
The husband’s removal is authorized by the above statute. The statute 
does not require that the complaint settle the question of ownership of 
the controverted property before removal can be made. The daughter’s 
complaint is “well founded” in that there exists a real controversy as to 
the ownership of property and the husband occupies an equivocal posi- 
tion. The lower court also has jurisdiction to appoint the neutral ad- 
ministrator during the pendency of the question of the removal of the 
husband. 


No Power in Trustee to Invest Beyond Statutory Limitation 





First Wisconsin Trust Company v. Perkins, Wisconsin Supreme Court, 
April 9, 1957 


A trust instrument provided that the “retention, sale and disposition 
of the assets and securities of such trust and the investment and reinvest- 
ment of the funds thereof, shall be exclusively directed by the donor 
so long as he shall live and shall so elect . . . After the donor’s death, 
the powers, duties and responsibilities so reserved to the donor, shall 
vest in the trustee, except as above directed.” Elsewhere in the trust 
the donor had referred to a statute which provided that except where 
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otherwise expressly directed by the trust agreement a trustee must 
invest trust funds in accordance with the statute. HELD: In view of 
the donor’s awareness of the provisions of the statute, the above quoted 
languauge is not an express direction by the donor that the trustee is 
empowered to make discretionary investments beyond the limitations 
of the statute. 


Imposition of Trust Obligation if Property Later Comes Into 
Existence 





Voelkel v. Tohulka, Indiana Supreme Court, April 2, 1957 


Decedent told his sister he wanted his property distributed equally 
between his brothers and sisters in the event of his death, and she agreed 
so to distribute his insurance if she were designated beneficiary. After 
decedent’s death his insurance proceeds were paid to the sister as bene- 
ficiary, and she refused to distribute them among her brothers and 
sisters. They brought an action charging the sister as trustee of the 
insurance proceeds. HELD: There is no impediment in the National 
Service Life Insurance Act to imposing a trust on insurance funds after 
they have been received by the named beneficiary. However, there was 
no trust created by the agreement between decedent and his sister, 
because the trust property was not then in existence. But there was 
a valid agreement to act as trustee if the property did come into exist- 
ence and did vest in the sister, and, accordingly, a trust obligation is 
imposed on the sister to divide the insurance proceeds as decedent 
requested. 


Investment in Stock of Company Created by Merger With 
Company Specified for Trust Investment 





Estate of de Acosta, New York County Surrogate’s Court, 137 New York 
Law Journal 6, March 21, 1957 


Trustees were given authority to invest in any or all of a number 
of specified securities. Question arose as to whether this authority 
permitted investment in stock of any company into which the specified 
companies had merged or become absorbed or in stock received under 
a plan of reorganization. HELD: The trustees have authority so to 
invest. “Each such case of course rests on its own merits, and the 
substituted stock must be in substantially the same corporations and 
in substantially the same business.” 
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Allocation of Various Stock Dividends Between 
Income and Principal 





In re Bankers Trust Co., New York County Supreme Court, 137 New York 
Law Journal 4, April 19, 1957 


The terms of a trust provided: “All stock dividends and extra- 
ordinary cash dividends . . . shall be considered by [the trustee] as 
wholly income and distributed to the beneficiary . . . accordingly.” The 
trustee received seven various stock distributions and sought court in- 
structions as to allocation between income and principal. HELD: “... 
so much of the stock distributions . . . as represent a return of capital 
or a watering down of the previously outstanding stock, commonly 
referred to as a stock split-up, are to be retained in principal and only 
such portion as is represented by earnings transferred from earned 
surplus or by profits realized on capital assets transferred from capital 
surplus into the capital account, shall be delivered as income to the life 
tenant. The fact that the settlor used the expression, “all stock divi- 
dends’ cannot be urged to extend the meaning beyond the accepted 
understanding in trust law of dividends so as to include stock distribu- 
tions which are in fact not dividends but a return of capital, unless a 
clear and express contrary intent is in evidence.” 


Totten Trust Upheld 





Greenberg v. Dime Savings Bank of Brooklyn, New York Supreme Court, 
King’s County, 137 New York Law Journal 8, April 13, 1957 


Decedent deposited money in a savings account in his own name 
as trustee for a named beneficiary. After decedent’s death the bene- 
ficiary sought to recover the funds on deposit. HELD: “A deposit by 
one person of his money in his own name in a savings bank as trustee 
for another constitutes a tentative ‘Totten’ trust. Where the depositor 
dies before the beneficiary without revocation, or some decisive act or 
declaration of disaffirmance, the presumption arises that an absolute 
trust was created as to the balance on hand upon the death of the 
depositor. ... There is nothing in the affidavits submitted by the 
parties or in the will which was executed by the decedent prior to the 
creation of the “Totten’ trust which can be construed as constituting 
a revocation or disaffirmance of the trust.” 
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Proof of Usage of Name on Bank Book Prerequisite to Examination 
of Bank’s Records 





In re Sussman, New York Surrogate’s Court, King’s County, 137 New York 
Law Journal 11, April 8, 1957 


Two bank books were found among decedent’s possessions, each in 
a different name than that of decedent. Decedent’s temporary adminis- 
trators sought to examine the depository bank about the information 
on the history card on file with respect to each account and to have all 
relevant books and records produced. HELD: Before the motion of 
the administrators can be determined the administrators must present 
some proof “respecting the decedent’s usage or assumption as his own 
of the two names listed in the savings bank accounts.” 


When Successor Trustees Must Be Appointed 





In re Morgan, New York County Supreme Court, 137 New York 
Law Journal 7, April 29, 1957 


In a construction proceeding issue was presented whether the present 
remaining trustee could remain as sole trustee or whether a second trustee 
must be designated. HELD: “Where there is a plurality of trustees 
established in the indenture, the question of whether the estate must 
always be administered by the stated number of trustees depends (in 
the absence of special circumstances) on the manifestation of clear intent 
that the specified number is mandatory . . . [Article Tenth] provides 
for the succession in the event a vacancy occurs, and it set up a com- 
prehensive outline for the filling of vacancies. However, it appears to 
me that these provisions are not mandatory but permissive.” 





TRUST and ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 
on trusts, estates and gifts 





Life Estate With Limited Power of Appointment Doesn’t Qualify 
for Marital Deduction 





Cass v. Tomlinson, United States District Court, S.D. Florida, April 5, 1957 


Decedent’s will left his widow all the residue of his estate, “my said 
wife being empowered to sell, convey, encumber and otherwise dispose 
of the same as to her may seem best . . . provided, however, that upon 
the death of my said wife . . . she shall by her will distribute any part 
of my said estate remaining in her hands, equally between our son. . . 
and our daughter...” The widow died shortly after decedent. Ques- 
tion arose as to whether under the above disposition the property quali- 
fied for the marital deduction. HELD: Decedent gave his widow only a 
life estate and gave his children a remainder in the remaining property. 
Hence, the property does not qualify for the marital deduction. How- 
ever, since the interest given the widow was only a life estate, and, at 
most, a life estate coupled with a limited power of appointment, the 
property is not includible in the widow’s estate for estate tax purposes. 


“Benevolent” Purposes vs. “Charitable” Purposes 





Hight v. United States of America, United States Ditsrict Court, 
D. Connecticut, April 30, 1957 


Decedent’s will left her residuary estate to such “charitable, benevo- 
lent, religious or educational institutions as my executors hereinafter 
named may determine.” In a prior action the Connecticut Supreme 
Court of Errors held that the word “benevolent” in decedent’s will was 
broader than “charitable” and that the executors could pay out to 
institutions which were benevolent in nature as distinguished from those 
which were charitable. Accordingly, the Commissioner of Internal 
Revenue determined that decedent’s residuary estate was not deductible 
for federal estate tax purposes because such estate could be used for 
purposes which were not “charitable.” HELD: The transfer does not 
qualify as a deductible transfer “exclusively for religious, charitable, 
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scientific, literary or educational purposes” within the meaning of the 
tax code. The state court has determined that decedent’s executors 
actually have the power to make transfers for purposes which would 
not qualify for the federal deduction. The surviving executor’s attempt 
to disclaim this power is ineffective since he cannot change the legal 
interest created by decedent’s will. 


Fiduciary’s Liability for Self-Employment Tax on His Fees 





Special Ruling (District Director of Internal Revenue, Newark, N.J.), 
March 20, 1957 


An executor requested an interpretation of the applicability of the 
tax imposed by the Self-Employment Contributions Act to a fee re- 
ceived by him as executor. The above Ruling states that “generally 
executors, trustees and administrators who merely marshal and gather 
the assets of an estate in isolated cases would not be engaged in a trade 
or business; that a professinoal executor, trustee or administrator, i.e., 
one who regularly engages in these services and handles a number of 
estates, would be engaged in a trade or business; and that fiduciaries 
who are not professionals, but are actually carrying on a business such 
as operating a store in connection with the administration of an estate 
would be engaged in a trade or business.” 


Partnership Profits Not Included in Estate of Partner Who Did 
Not Survive Fiscal Year 





Knipp v. Commissioner of Internal Revenue, United States Court of Appeals, 
Fourth Circuit, April 10, 1957 


Howard and Frank were equal partners of a business, each to receive 
half the partnership profits. Each also drew a salary. To become en- 
titled to a share in a fiscal year’s profits the partner had to survive to 
the end of that year. If he failed to survive such fiscal year he and 
his estate would have no right to any part of the profits of that year 
beyond the amount of salary paid or due him up to the time of his 
death. Frank died during a fiscal year, and the Commissioner sought 
to include that year’s partnership profits up until date of death in 
Frank’s taxable estate, reasoning that these profits constituted property 
of Frank at his death and passed to Howard by the partnership agree- 
ment as a testamentary disposition. HELD: Frank at the time of death 
possessed no share of firm profits. “Sharing, beyond accrued salary, was 
clearly dependent upon survivorship, and unless this contingency was 
satisfied, a partner had no vested right in any part of the profits for any 
portion of the fiscal year.” 
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Executrix-Beneficiary Distributing to Herself Without Decree of 
Distribution 





Howells v. Fox, United States District Court, Utah, Central Division, 
April 16, 1957 


Decedent acted as executrix of her husband’s estate from 1939 until 
her death in 1951. Her husband left her his entire estate “if she shall 
survive distribution of my estate.” While executrix, decedent withdrew 
and used substantial sums of money from the husband’s estate, although 
there was never a court order authorizing her to do so. After her death 
her children claimed that the amounts so withdrawn were deductible 
from her taxable estate as a claim against the estate, on the ground 
that she did not survive distribution of the husband’s estate and hence 
was not entitled to the money, even though she could have obtained a 
court decree of distribution at any time during her lifetime. HELD: 
No tax deduction is allowable. Decedent “was living when the money 
was actually distributed and used by her. Her failure to request a 
formal decree of distribution prior to her death should not be held to 
convert her conduct into a breach of fiduciary duty.” 


Use of Terminable Interest in Computing Maximum Marital 
Deduction 





Union National Bank of Pittsburgh v. Commissioner of Internal Revenue, 
Tax Court of the United States, May 17, 1957 


Decedent bequeathed his wife in trust “a sum equal to one-half (1/) 
of the property included in [his] gross estate for the purpose of the 
federal estate tax over the deductions allowable . . . to be further reduced 
by the portions of [his] gross estate which pass to [his] wife but do not 
constitute a part of [his] estate at the date of ... death.” When he died 
decedent owned annuity and insurance contracts, in the proceeds of 
which he gave his wife a life interest. The wife was incurably sick and 
died 15 months after decedent. Marital deduction estate tax questions 
arose. HELD: The one-half of decedent’s gross estate bequeathed to 
his wife should be reduced by the value of her life interest in the 
annuity and insurance contracts; the value of her life interest is based 
on her actual life expectancy, considering her incurable illness; the 
use of the wife’s terminable interest under the annuity and insurance 
contracts to compute the proper corpus of her trust does not invalidate 
such trust for the marital deduction. 
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Widow Renouncing Will Not Liable for Taxes When Will Directs 
Payment From Residue 





Commerce Union Bank v. Albert, Tennessee Supreme Court, April 1, 1957 


Decedent’s will directed payment of taxes out of his residuary estate 
“for which my estate or any beneficiary hereunder may be liable as such 
beneficiary . . . or any other property not passing by my will.” His 
widow dissented from the will and instead took a cash amount for her 
dower interest in certain real property. Decedent’s executors argued 
that the widow should make contribution for estate and inheritance 
taxes upon such real property, on the ground that there was no will so 
far as the widow was concerned and that by her dissent she created an 
intestacy as to herself. HELD: The widow is exonerated from all tax 
liability. Decedent died testate, and, knowing that his widow could 
dissent, he nevertheless charged his residuary estate with all taxes, 
including taxes on property not passing by his will. 


One-Half of Insurance Policy Cash Surrender Value Taxable as 
Community Property 





Thompson v. Calvert, Texas Court of Civil Appeals, April 3, 1957 


A wife was the beneficiary of life insurance policies on her husband’s 
life. The husband had the right to change the beneficiary, the premiums 
were paid out of community funds. When the wife died the Texas tax 
authorities included one-half the cash surrender value of the policies in 
the wife’s estate for inheritance tax purposes. The husband-executor 
objected to such inclusion. HELD: Where community funds are used 
to pay all premiums on policies on the life of a surviving spouse, the 
deceased spouse being beneficiary of the policies in which the insured 
retains the right to change the beneficiary at will, the cash surrender 
value of such policies is community property at the time of death of 
the deceased spouse. Consequently, one-half the cash surrender value 
passed under the wife’s will to her husband and is subject to the inherit- 
ance tax on her estate. 











INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 





Bank Capital 


Maintenance of a free enterprise 
banking system requires a suffici- 
ent volume of bank capital, de- 
clares H. Earl Cook, Chairman of 
the Federal Deposit Insurance 
Corporation. And _ since our 
economy is growing and dynamic, 
this also means that sources of 
additional capital must be de- 
veloped; it is imperative that the 
total volume of bank capital ex- 
pand by at least the same rate as 
bank assets. 

The FDIC Chairman calls for 
a reassessment of the prospects of 
tapping the capital market 
through the sale of bank shares. 
He notes that bank earnings have 
been pointing upward in the last 
few years and that further im- 
provement is indicated as a result 
of the rise in interest rates on loans 
and securities. The earnings pic- 
ture may be further strengthened 
by adequate returns from the 
performance of many new types of 
banking services. Still another 
factor to be considered is the 
promise of substantial economies 
to be realized from mechanization 
of internal operations. Not only 
is the current earnings picture 
satisfactory, but the outlook is 
favorable as well. 

Reviewing the dividend picture, 
Mr. Cook feels that both the 
financial community and bank 
supervisory authorities should 
“make a constructive change in 
policy.” Because of the stability 
in bank earning power, he re- 
marks, a much higher percentage 


of net earnings can be paid out in 
the form of dividends. “This,” he 
contends, “would attract investors 
immediately to shares because the 
return would be competitive with 
alternative investment opportuni- 
ties. Bank managements should 
be willing to disburse substantial 
portions of net earnings in the 
form of dividends. What better 
way,” he inquires, “can be found to 
make shares attractive than to pay 
investors a reasonable return?” 

Mr. Cook exhorts bankers to 
make an effort to acquaint pros- 
pective investors with the merits 
of bank shares; he emphasizes the 
sheltered investment position, as 
income is derived from a most con- 
servative selection of assets. Such 
assets consist of high quality 
securities and loans and offer bank 
stock shareholders additional bene- 
fits because of their leverage posi- 
tion. 

Urging a “fresh view” of the 
bank capital situation, the FDIC 
Chairman states that widespread 
diffusion of bank ownership is not 
only desirable, but is also abso- 
lutely essential for the mainten- 
ance of a system of independently 
owned banks. 


Interest Rates 

Although the financial problems 
of the Treasury Department and 
trends in the capital and credit 
markets have a crucial bearing on 
the behavior of interest rates, a 
definite forecast is still most diffi- 
cult. Impact of demand and 
supply in the credit markets on 
security prices and interest rates, 
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as recent developments have 
shown, may vary with credit 


policies and the fluctuating expec- 
tations of the business and finan- 
cial community. 

Taking these intangibles into 
account, the Economics Depart- 
ment of the Bankers Trust Com- 
pany of New York foresees no im- 
portant easing of interest rates in 
the months ahead. Demands for 
investment funds are still pressing 
against a limited supply of savings, 
a continuing flow of a reasonably 
large volume of new offerings is 
in the offing, business expectations 
are generally favorable, and credit 
policy continues firm. 

Institutional investment condi- 
tions do not point to any appreci- 
able decline in bond yields. The 
inflow of new savings is still being 
exceeded by demands for funds; 
furthermore, outstanding commit- 
ments of many institutions are 
very high and Government secur- 
ity holdings have already been 
substantially reduced over the 
years. This leads to a reasonable 
expectation that, in the months 
immediately ahead, bond yields 
will not move below the levels pre- 
vailing earlier this year. At that 
time, the outlook for bond prices 
was marked by excessive optimism. 

On the other hand, it must be 
conceded that there is little near 
term prospect of a resurgence of 
inflation that would lead to in- 
creased credit pressure and the ad- 
vance of interest rates to new high 
levels. It is true that aggressive 
Treasury efforts to lengthen the 
Federal debt could result in some 
further adjustment in yields; how- 
ever, at least to some extent, the 
market appears to have antici- 
pated such measures. “In effect,” 
says the Bankers Trust Company, 
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“the guess here is that bond yields 
may for some time continue to 
fluctuate within the fairly high 
range established in the first four 
months of this year. 

“Credit conditions and interest 
rates alike,” the comment con- 
tinues, “are responsive to changes 
in the business climate. Should 
business prospects take a more 
bearish turn, this would presum- 
ably be reflected in an easing of 
pressures in the credit markets and 
some sag in interest rates. At the 
moment, however, there is no evid- 
ence at hand to suggest a decline 
in business activity so pronounced 
as to warrant the adoption of an 
outright easy credit policy in the 
months ahead.” 


Savings Deposits 

The growth of many commercial 
banks often depends on _ the 
ability to increase savings deposits, 
declares New York University 
Professor Marcus Nadler. He 
notes that savings deposits have 
undergone important changes and 
that, to a considerable extent, they 
have assumed the character of in- 
vestments. Obviously, therefore, 
the rate of interest paid on such 
deposits plays a much more im- 
portant role than ever before. 

To maintain savings deposits 
growth, commercial banks have 
had to increase rates of interest 
paid on such deposits. Otherwise, 
competition with mutual savings 
banks and savings and loan asso- 
ciations would be difficult, as the 
latter traditionally pay a higher 
rate of interest. 

But if commercial banks must 
raise interest rates on savings 
accounts it follows that they must 
earn more. This also means, says 
Professor Nadler, that investment 
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policies must be altered. 

As a rule of thumb, he suggests 
that about 60 per cent of savings 
be invested in home mortgages, 
preferably the FHA and VA 
variety. This course is specifically 
recommended for those institu- 
tions which have a low ratio of 
capital to deposits and a high ratio 
of capital to risk assets. “FHA’s 
and VA’s,” he observes, “may be 
considered as non-risk assets.” 


Investment in medium and 
long-term obligations — either 
Government, corporate or tax- 


exempt—is suggested for another 
20 or 25 per cent of savings de- 
posits. And aside from the 5 per 
cent reserve that must be main- 
tained with the Federal Reserve 
Banks, he suggests investment of 
the remainder of savings deposits 
in the form of one to five-year 
obligations. 


Trust Department Earnings 

In 1956, income of trust depart- 
ments accounted for more than 5 
per cent of total income at 18 of 
the 129 banks in the Sixth Federal 
Reserve District which reported 
trust income. At 5 banks, trust 
income amounted to over 10 per 
cent of the total. As noted in the 
June Monthly Review of the Fed- 
eral Reserve Bank of Atlanta, 
these figures reveal the importance 
of trust departments to bank 
management, even though trust 
departments contribute a _ rela- 
tively small share of total earnings 
for all banks. For all banks, the 
ratio in 1956 was 2.6 per cent. 

This data is available for the 
first time, states the Monthly 
Review, as a result of a special sur- 
vey covering the operations of 
trust departments of member 
banks in 1956. Twenty-seven of 
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the participating banks submitted 
comparable breakdowns of earn- 
ings and expenses. Results of the 
survey provide information on the 
character of the trust business in 
the Sixth District and also on the 
profitability of trust departments. 
They also make it possible for an 
individual bank to compare its own 
trust operations with those of 
representative groups of banks. 

Fees from management of 
estates provided a third of total 
commissions and fees at the 27 
banks reporting detailed income 
and expense items. Almost as 
large a proportion, 30.8 per cent, 
came from handling personal trusts. 
Personal agency functions, includ- 
ing the acting as executor of estates 
and custodian of assets of indi- 
viduals, contributed 18.0 per cent. 
The remaining 17.9 per cent was 
about equally divided among cor- 
porate trusts, corporate agencies, 
and pension and profit-sharing 
trusts. 

Trust business in the Sixth Dis- 
trict is more concentrated in the 
handling of personal estates than 
that in New York or New England, 
for which comparable data are 
available. As would be expected, 
New England banks do consider- 
ably more personal trust business, 
whereas New York banks out- 
weigh Sixth District banks in the 
relative importance of corporate 
trust and agency operations. 

The Monthly Review makes two 
exceptions to accuracy in the use 
of its survey results as a yardstick 
for measuring profitability. First, 
to some degree, the variation in 
profitability from bank to bank 
reflects different accounting pro- 
cedures. More importantly, in an 
era of “department store” banking, 
it is not always true that the 
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profit-loss position of a particular 
department is an accurate measure 
of its worth to the bank. “By en- 
gendering goodwill among its cus- 
tomers,” the Atlanta Reserve 
Bank remarks, “the trust depart- 
ment may bring business to other 
departments and thereby add a 
fillip to total income even though 
it itself is showing a loss.” 


Tight Money 
and Municipal Borrowings 


New York State Comptroller 
Arthur Levitt says that the Fed- 
eral Government should consider 
the problem of local government 
financing separately from other 
monetary policy considerations. 
His point is that a fundamental 
issue of public policy is involved 
and that the benefits of new 
schools, new roads and new hospi- 
tals should not be denied to the 
people simply because public 
borrowers are at a competitive 
disadvantage. He feels that funds 
can be secured for such purposes 
without sacrificing the benefits of 
credit restraint. 


His principal recommendation is 
that Federal action be taken to 
increase investor participation in 
the municipal market through 
more closely equating supply with 
demand. What he has in mind is 
use of the Federal Reserve’s dis- 
count operations. He points out 
that member banks can borrow 
from the Federal Reserve at a rate 
of 3 per cent if Federal obligations 
or eligible commercial paper are 
used as collateral. All other types 
of acceptable collateral, he con- 
tinues, are discounted at a rate at 
least half a per cent higher. This 
higher rate applies to collateral 
such as municipal obligations and 
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Mr. Levitt believes that discount- 
ing should be at the same cost as 
if the pledge consists of Treasury 
issues. Effect of this change, Mr. 
Levitt anticipates, would be a 
stimulation of commercial bank 
participation in the municipal 
bond market. 

An even more controversial sug- 
gestion is his proposal that mem- 
ber banks be required to hold a 
certain percentage of their reserves 
in municipal obligations. 


Bond Yields 


Greater financial requirements 
by the Government and its agen- 
cies are probable, according to 
economist William R. Biggs of the 
Bank of New York. He also deems 
it likely that such requirements 
may occur at a time when capital 
expenditures by industry are level- 
ling off or even declining. And 
should this occur, some narrowing 
in the spread between new long- 
term corporate securities and out- 
standing Government issues seems 
in prospect. 

The new issue corporate market 
currently reflects present interest 
rates, although this is not true of 
the Government long-term market. 
The explanation lies in the fact 
that the Treasury has not offered 
new long-term bonds since money 
rates have started to stiffen. Com- 
parison of the rates obtainable on 
long-term ‘Treasuries, Moody’s 
AAA bonds, and an index of newly 
issued corporates clearly illustrates 
the situation. Presently outstand- 
ing corporate bonds and Treasuries 
are laggard in reflecting prevailing 
interest rates. 
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Average Yields on 


New Issues 
of 
Corporate Outstanding 


Long term 
US. 


Bonds* Corporate Treasury 
(Adjusted Issues Bonds 

to Aaa (Moody’s (Standard 

Basis) Aaa) & Poor’s) 
1954 2.90% 2.90% 2.52% 
1955 3.17 3.06 2.80 
1956 
Jan. 3.20 3.11 2.86 
March 3.25 3.10 2.90 
June 3.56 3.27 2.89 
Sept. 3.96 3.56 3.19 
Dec. 4.26 8.75 3.41 
1957 
Jan. 4.28 3.77 3.37 
Feb. 4.13 3.67 $.21 
March 4.18 3.66 3.28 
April 4.23 3.67 3.33 
May 4.41 3.74 3.44 


*Data supplied by the First National City 
Bank of New York. 


Economist Biggs calls attention 
to the fact that the yield on new 
corporate issues for January 1956 
was very close to that on out- 
standing bonds. By May of this 
year, this spread had widened to 
nearly 70 basis points in favor of 
the new issues. Also noteworthy 
is the only slight widening between 
the yields on long-term taxable 
Treasuries and outstanding AAA 
bonds, and the great widening in 
yield spread between the latter 
and new corporate issues. This 
highlights the potency of effect of 
supply and demand on bond price 
levels. 

“Presumably,” remarks Mr. 
Biggs, “if the Government were to 
do long-term financing, it would 
have to do so on a considerably 
better yield basis than is indicated 
by the present yield on its cur- 
rently outstanding long-term 
bonds.” The Treasury has $48.5 
billion of maturities in marketable 
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securities, exclusive of bills, in the 
12 months ending June 30, 1958. 
However, if present money market 
conditions continue, the probabili- 
ties are the future Federal financ- 
ing will continue to be predomin- 
antly in the short-term market. 


Investment Companies 
and Trust Funds 


In 1947, only 18 states had 
adopted the Prudent Man Rule, 
which permits broad discretion in 
fiduciary investment by trustees. 
Today, ten years later, the num- 
ber has risen to 38, and trustee use 
of investment companies has be- 
come accepted practice in all except 
a very few states. 


The use of investment company 
securities by fiduciaries receives de- 
tailed treatment in Arthur Wiesen- 
berger & Company’s 1957 edition 
of Investment Companies. This 
particular medium of investment, 
it is pointed out, is available to 
both small and large investors and 
provides the very qualities of diver- 
sification and continuous super- 
vision which many trust accounts 
have lacked, and which are other- 
wise so difficult to obtain in many 
circumstances. 


The 17th edition of this compen- 
dium, like its predecessors, is 
highly regarded in investment 
circles for its exhaustive treatment 
of the subject matter. More and 
more information is being sought 
by a widening circle of investors, 
including an ever-increasing num- 
ber of commercial banks. This is 
because the broadened area of trust 
investment has introduced serious 
problems, including the increase in 
administrative expense. For ex- 
ample, the small trust institution, 
or the trust department of a small 
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or medium-sized bank, often can- 
not afford a regular investment 
department. 

Since investing in equities and 
banking operations are far from 
synonymous, help is frequently 
sought from the outside. In this 
connection, the trustee has found 
that selected investment company 
securities help simplify his invest- 
ment problems, reduce the cost of 
administration, and provide a 
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wide range of diversification that 
adds much to income and price 
stability, as well as continuous 
professional supervision. 

The New York investment house 
manual furnishes detailed factual 
information on all important in- 
vestment companies in addition to 
an exceedingly broad coverage of 
practical and theoretical aspects of 
the industry, its companies and 
their securities. 


BOOKS FOR BANKERS 


HANDBOOK OF THE LAW OF 
BANKRUPTCY. By James 
Angell MacLachlan. West Pub- 
lishing Company, St. Paul, Minn. 
Pp. 442. $8.00. Professor Mac- 
Lachlan has for many years 
taught the laws of bankruptcy to 
students at Harvard Law School. 
Likewise he has published many 
writings on this rather compli- 
cated subject. In performing 
these two tasks he has become 
perhaps the foremost legal 
authority in the country on the 
subject of bankruptcy, and 
therefore the lawyers as well as 
business men who must deal with 
the intricacies of bankruptcy will 
welcome his new book on the law 
of bankruptcy. Professor Mac- 
Lachlan points out that since the 
Bankruptcy Act deals with in- 
solvency in an artificial way, the 
best approach to the subject 


from the point of view of the 
non-specialist is to study the 
provisions of the Act and the 
cases in the order in which they 


may be encountered in a bank- 
ruptcy proceeding. His book 
follows this general scheme and 
in addition contains many com- 
ments on possible revisions of 
our bankruptcy laws. 


CREDIT MANUAL OF COM- 
MERCIAL LAWS, 1957. Nation- 
al Association of Credit Men, 
New York, 1957. Pp. 667. $10.00. 
After the lengthy review of the 
1956 edition of this book in 
the CommerctaL Crepir Law 
Lerrer of the May 1956 issue 
of Tae Banxine Law JourNAL, 
there is very little that can be 
added in the way of praise to the 
1957 edition. It continues to be 
an excellent handbook and refer- 
ence book for bankers and finan- 
cial executives for almost every 
phase of financial work. Its in- 
formation is basic; it deals with 
many statutes, state regulations, 
definitions, taxes and other mat- 
ters as they bear upon the day 
to day operation of financing 
business. 





NOW U.S. SAVINGS 
BONDS PAY YOU HIGHER 
INTEREST FASTER! 


If you’ve always bought U.S. Savings Bonds for their rock-ribbed 
Gilkey, their guaranteed return, the way they make saving easier— 
you’ve got one more reason now! 

Every Series E United States Savings Bond you've bought since 
February 1, 1957 pays you a new, higher interest—3%4% when held 
to maturity! It reaches maturity faster—in only 8 years and 11 
months. And redemption values are higher, too, especially in 
the earlier years. 

About your older Bonds? Easy. Just hold onto them. As you 
know, the rate of interest a Savings Bond pays increases with each 
year you own it, until maturity. Therefore, the best idea is to 
buy the new—and hold the old! 

The main thing about E Bonds, of course, is their complete 
safety. Principal and interest are fully guaranteed. They are loss- 
proof, fire-proof, theft-proof—because the Treasury will replace 


them without charge in case of mishap. Your Savings Bonds are 
as solid as a rock—backed by the full faith and credit of the 
United States. 

Maybe you already know about Savings Bonds—as one of the 
40 million Americans who own them today, or as one of the other 
millions who have used Bond savings to help pay for new homes, 
cars, or sang + educations, or to make retirement financially 


easier. If so, this is familiar territory to you—you know there’s 
no better way to save. 

But if you’re new to the game, find out about Savings Bonds 
and what they can do for your future. Ask your banker, or check 
with your employer about the automatic Payroll Savings Plan that 
makes saving painless and easy. 


PART OF EVERY AMERICAN’S SAVINGS 
BELONGS IN U.S. SAVINGS BONDS 


The U.S. Government does not pay for this advertisement. It is donated by this publication 
én cooperation with the Advertising Council and the Magazine Publishers of America. 


















HANDBOOK OF 


FEDERAL BANKING LAWS 


(New 1956 Edition) 


Edited by Thor W. Kolle, Jr., of the New York Bar 


Federal Reserve Act—National Bank Act—Other 
Federal Banking Laws—Completely Indexed 


The new 1956 edition of FED- 
ERAL BANKING LAWS is now 
ready for delivery. Since our last 
edition Congress has enacted many 
important statutes. 


It contains in one compact 
volume all of the Federal laws 
affecting member banks, State and 
National, of the Federal Reserve 
System and non-member banks, 
insured under the Federal Deposit 
Insurance Law. 


The new edition of Federal 
Banking Laws contains the pro- 
visions of all of these statutes, that 


is to say, the Federal Reserve Act, 
the National Bank Act, subsequent 
banking acts and other laws of the 
United States regulating banking, 
as amended to date. The Bank 
Holding Company Act and all the 
1956 legislation are included. 


The provisions of these various 
laws are co-ordinated and codified 
under one system following the 
plan used in the Code of Laws of 
the United States. 


The book is a pocket size volume 
of 650 pages, completely indexed. 
It will give you all of these im- 
portant statutes under one cover. 


(Price $10.00 delivered) 
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